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COMMISSIONERS
MIKE GLEASON - CHAIRMAN
3 || WILLIAM A. MUNDELL

JEFF HATCH-MILLER
4 || KRISTIN K. MAYES
5 GARY PIERCE
6 IN THE MATTER OF THE APPLICATION OF ) DOCKET NO. G-04204A-08-_
7 || UNS GAS, INC. FOR THE ESTABLISHMENT )
OF JUST AND REASONABLE RATES AND )
8 || CHARGES DESIGNED TO REALIZE A )
REASONABLE RATE OF RETURN ON THE ) APPLICATION
? || FAIR VALUE OF THE PROPERTIES OF UNS )
10 || GAS, INC. DEVOTED TO ITS OPERATIONS )
THROUGHOUT THE STATE OF ARIZONA. )
11
12 UNS Gas, Inc. (“UNS Gas” or “Company”), pursuant to A.R.S. §§ 40-250, 40-251, and

13 || A.A.C. R14-2-103, hereby files an Application for an increase in its base rates of $9.5 million, or
14 || approximately 6% over test year revenues, and to set UNS Gas’ fair value rate base at $256
15 || million. UNS Gas requests that the new rates become effective not later than December 1, 2009.
16 UNS Gas’ current rates and charges, which were approved by the Arizona Corporation
17 || Commission (“Commission”) in Decision No. 70011 (November 27, 2007), do not produce a
18 || reasonable return on the fair value of its property devoted to public service and are therefore not
19 |{ just and reasonable. The rate increase sought is required to enable the Company to earn a fair
20 || rate of return on the fair value of its assets devoted to public service, and will provide for
21 |l recovery of the Company’s operating and capital costs necessarily and prudently incurred in
22 || rendering adequate utility service to customers. The requested increase is necessary for UNS
723 || Gas to operate as a financially healthy utility that can ensure UNS Gas customers continued
24 || reliable service, on demand, and at reasonable prices into the future.

25 In connection with its request for increased revenues, UNS Gas is also asking the

26 || Commission to design rates that recover a greater share of the Company’s fixed costs through a

27 | higher fixed monthly customer charge. Presently, customers in colder areas, like Flagstaff,
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1 || continue to subsidize customers in warmer areas. This modification will reduce this inequity,
2 || and help ensure that all customers are paying their fair share. This change serves to create rates
3 || that treat customers across the Company’s diverse service territory more equitably, while
4 | balancing the interests of the Company and its customers. This rate design results in an average
5 || 6% increase to a customer’s total bill compared to test year revenues, inclusive of gas costs. The
effect on the fixed monthly and delivery charges on an average customer’s bill will be an
increase in those components of approximately 19% compared to test year revenues, excluding

gas cost recovery.

O 00 N

Finally, through this Application, as set forth in more detail in the accompanying
10 || testimony, UNS Gas is requesting the Commission to approve requested changes to the
11 |} Company’s Rules and Regulations and a minor change to the Company’s purchased gas adjustor

12 || mechanism.

13 In support of this Application, UNS Gas respectfully states as follows:
14 L
15 The Company is a corporation duly organized, existing and in good standing under the

16 || laws of the State of Arizona. Its principal place of business is 2901 West Shamrell, Flagstaff,
17 || Arizona 86001.

18 IL.

19 The Company is a public service corporation principally engaged in the transmission and

20 |l distribution of natural gas for sale in Arizona pursuant to Certificates of Convenience and

21 || Necessity issued by the Commission.

22 IIL.

23 All communications and correspondence concerning this Application, as well as
24 || communications and pleadings with respect thereto filed by other parties, should be served upon

25 | the following:
26

27
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Raymond S. Heyman, Esq.
Phillip J. Dion, Esq.

Michelle Livengood, Esq.
UniSource Energy Corporation
One South Church, Suite 200
Tucson, Arizona 85701

and

Michael W. Patten, Esq.

Jason D. Gellman, Esq.

Roshka, DeWulf & Patten, PLC

One Arizona Center

400 East Van Buren Street, Suite 800
Phoenix, Arizona 85004

Iv.

This Commission has jurisdiction to conduct public hearings to determine the fair value
of the property of a public service corporation, to fix a just and reasonable rate of return thereon,
and thereafter, to approve rate schedules designed to develop such return. Further, the
Commission has jurisdiction to establish the practices and procedures to govern the conduct of
such hearing, including, but not limited to, such matters as notice, intervention, filing, service,
exhibits, discovery, and other prehearing and hearing matters.

V.

Accompanying this Application are the standard filing requirements and rate design

schedules described in A.A.C. R14-2-103 and the Direct Testimony and related exhibits of the

following witnesses:

David G. Hutchens
e Kentton C. Grant

e DallasJ. Dukes

¢ Karen G. Kissinger
e Gary A. Smith

e D. Bentley Erdwurm

o Denise A. Smith
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2 UNS Gas respectfully requests that this Commission set a date for a hearing on this
3 || Application such that new rates for the Company will become effective on December 1, 2009.
4 || At the hearing conducted pursuant to this rate request, UNS Gas will establish, among other

5 || things, that:

6 ¢)) its current rates and charges do not permit the Company to earn a fair return on
7 the fair value of its assets devoted to public service and are therefore no longer
8 just and reasonable;

9 2) the requested increase is the minimum amount necessary to allow the Company
10 an opportunity to earn a fair return on the fair value of its assets devoted to public
11 service, for preservation of the Company’s financial integrity and for the
12 attraction of new capital on reasonable terms;

13 3) the Company requires additional permanent base revenue of at least $9.5 million
14 based on annualized test period sales in order to continue to provide adequate and
15 reliable gas service to its customers as required by law;

16 (4)  the proposed rate design will better align the fixed and variable costs of service
17 with the rates paid by the customers causing those costs and is in the public
18 interest; and

19 (5)  the proposed modifications to UNS Gas’ tariffs (specifically, its Rules and
20 Regulations) should be approved.

21 VIL

22 In addition to setting a hearing date, UNS Gas asks that the Commission issue a

23 || procedural order setting forth the prescribed notice for the Application, establishing procedures
24 | for intervention, and providing for appropriate discovery. UNS Gas further requests that the
25 || Company should be authorized to serve all discovery requests, answers and objections
26 || electronically. Hard copy service would remain available to parties upon request or where the

27 || confidential nature of the information makes the use of electronic service impractical.

4




1 WHEREFORE, UNS Gas respectfully requests that the Commission:
2 §)) issue a procedural order establishing a date for hearing evidence concerning the
3 Application, prescribing the time and form of notice to UNS Gas customers and
4 establishing procedures for intervention and discovery as described above;
5 2 issue a final order granting the Company the permanent rate increase sought
6 herein;
7 3) issue a final order approving the new or modified rate and service schedules
8 included with the Company’s Application with an effective date no later than
9 December 1, 2009;
10 4) issue a final order approving the proposed rate design described in the testimony
11 accompanying this Application;
12 (5)  issue a final order approving UNS Gas’ revised Rules and Regulations, which
13 were submitted with this Application and related testimony; and
14 (6)  grant the Company such additional relief as the Commission deems just and
15 proper.
16 RESPECTFULLY SUBMITTED this 7" day of November 2008.
17 UNS Gas, Ink.
18
By /
19 aymond S. Heyman
hillip J. Dion
20 Michelle Livengood
UniSource Energy Services
21 One South Church Avenue, Suite 200
Tucson, Arizona 85701
22
and
23
Michael W. Patten
24 Jason D. Gellman
ROSHKA DEWULF & PATTEN, PLC.
25 One Arizona Center
400 East Van Buren Street, Suite 800
26 Phoenix, Arizona 85004
27 Attorneys for UNS Gas, Inc.
5
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Original and 13 copies of the foregoing
filed this 7™ day of November, 2008, with:

Docket Control

Arizona Corporation Commission
1200 West Washington Street
Phoenix, Arizona 85007

Copy of the foregoing hand-delivered
this 7™ day of November, 2008, to:

Chairman Mike Gleason

Arizona Corporation Commission
1200 West Washington Street
Phoenix, Arizona 85007

Commissioner William A. Mundell
Arizona Corporation Commission
1200 West Washington Street
Phoenix, Arizona 85007

Commissioner Jeff Hatch-Miller
Arizona Corporation Commission
1200 West Washington Street
Phoenix, Arizona 85007

Commissioner Kristen K. Mayes
Arizona Corporation Commission
1200 West Washington Street
Phoenix, Arizona 85007

Commissioner Gary Pierce
Arizona Corporation Commission
1200 West Washington Street
Phoenix, Arizona 85007

Lyn A. Farmer, Esq.

Chief Administrative Law Judge
Hearing Division

Arizona Corporation Commission
1200 West Washington Street
Phoenix, Arizona 85007

Janice M. Alward, Esq.

Chief Counsel, Legal Division
Arizona Corporation Commission
1200 West Washington Street
Phoenix, Arizona 85007
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Ernest Johnson

Director, Utilities Division
Arizona Corporation Commission
1200 West Washington Street
Phoenix, Arizona 85007
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1 | L INTRODUCTION.

2

31 Q. Please state your name and business address.

4 || A. My name is David G. Hutchens. My business address is One South Church Avenue,

5 Tucson, Arizona 85701.

6

7 || Q. By whom are you employed and what is your position?

8 I am employed by both Tucson Electric Power Company (“TEP” or the "Company") and

9 UNS Gas, Inc. ("UNS Gas"). I have operational responsibility for UNS Gas as its Vice
10 President of Operations. My position at TEP is Vice President, Wholesale Energy. 1
11 oversee the fuel and wholesale power procurement, trading, marketing and risk
12 management functions for TEP and its affiliates, UNS Gas and UNS Electric, Inc. (“UNS
13 Electric”).
14
15 || Q. Please describe your education and experience.
16 || A. I received a Bachelor of Science degree in Aerospace Engineering from the University of
17 Arizona in 1988 and a Master of Business Administration degree from the University of
18 Arizona’s Eller Graduate School of Management in 1999.
19
20 I was commissioned into the United States Navy in 1988 and served as a Nuclear-Trained
21 Submarine Line Officer until 1993. From 1993 to 1994, I worked as a Process Engineer
22 for Alcatel Telecommunications Cable in Roanoke, Virginia. From 1994 to 1995, I worked
23 as the Instrumentation and Control Team Leader for Magma Copper Company in San
24 Manuel, Arizona.
25
26 I was hired by TEP in 1995 as an Analyst in Product Planning and Development. In 1996,
27 I moved into TEP’s Wholesale Marketing Department as an Energy Marketer/Trader. I

1




1 was promoted to Supervisor of the area in 1999, Manager in 2001 and General Manager in
2 2003. I was promoted to my current position of Vice President of Wholesale Energy in
3 2007.

4

5 || Q. Mr. Hutchens, what is the purpose of your Direct Testimony in this proceeding?

6 || A. My Direct Testimony is policy-oriented. In my Direct Testimony, I support UNS Gas’

7 request for an increase in rates by providing: (i) an overview of UNS Gas’ operations; (ii)

8 a summary of UNS Gas’ rate request and the factors that have caused us to file our

9 application at this time; (ii1) the Company’s recommended Fair Value Rate Base Rate of
10 Return; (iv) an introduction into the rate design that UNS Gas is proposing in this case,
11 including higher customer charges; (v) information on developer contributions, and (vi)
12 identification of other UNS Gas witnesses and the topics that they will address in their
13 respective testimony. Those witnesses will address many of these topics in greater detail.
14

15 || M. OVERVIEW OF UNS GAS OPERATIONS.

16

17 || Q. Please describe UNS Gas’ service territories.

18 || A. UNS Gas sefves a growing base of customers in Mohave, Yavapai, Coconino, and Navajo
19 Counties in northern Arizona, and Santa Cruz County in southeast Arizona. These
20 counties comprise approximately 50% of the territory of the state of Arizona, with a
21 population of approximately 799,000. A copy of a map depicting UNS Gas’ certificated
22 area is attached to my Direct Testimony as Exhibit DGH-1.

23

24 | Q. Please provide a general description of UNS Gas’ customers, Test Year and business
25 operations.

26 || A. UNS Gas 1s a gas distribution company and its customer base has grown to approximately

27 145,000 customers, 91% of which were residential customers, as of the end of the June 30,




1 2008 Test Year utilized by UNS Gas in this rate case filing (“Test Year”). During the Test
2 Year, UNS Gas purchased or transported, on behalf of all of its customers, 27.62 billion
3 cubic feet of gas.
4
5 Most of the gas distributed by UNS Gas in Arizona is procured from the San Juan Basin in
6 the Four Comers region and delivered on the El Paso Natural Gas (“EPNG”) and
7 Transwestern Pipeline Company (“Transwestern”) interstate pipeline systems. UNS Gas
8 has firm transportation agreements with EPNG and Transwestern with combined capacity
9 sufficient to meet its customers’ demands.

10

11 (| III. SUMMARY OF UNS GAS’ RATE REQUEST.

12

13 | Q. Mr. Hutchens, what is UNS Gas requesting that the Commission do in this rate case?

14 || A. In order to provide necessary rate relief, we are asking the Commission to authorize UNS
15 Gas to increase its rates by $9.5 million. This would result in an average 6% increase to a
16 customer’s total bill compared to Test Year revenues, inclusive of gas costs. The effect on
17 the fixed monthly and delivery charges on an average customer’s bill will be an increase in
18 those components of approximately 19% compared to Test Year revenues, excluding gas
19 cost recovery. This is explained in greater detail in Mr. Dallas Dukes’ Direct Testimony
20 and Schedule A. We also request that the Commission adopt our proposed rate design.

21

22 || Q. Do you have information showing a history of UNS Gas’ bills since its acquisition
23 from Citizens?

24 || A. Yes. The graph below shows the two components of customer bills over time — customer
25 and delivery charges (base rates), and the total cost of natural gas. These costs are based on
26 the same monthly usage as the adjusted Test Year residential usage in this filing. It 1s
27 important to remember that the total cost of natural gas is strictly a pass-through to




1 customers of actual costs incurred for acquiring the commodity and associated
2 transportation. The Company has no control over the market cost of natural gas and does
3 not make any profit on this portion of customers’ bills; the market cost of natural gas
4 currently accounts for nearly two-thirds of customers’ bills. The only rate increase the
5 Company has received related to its customer and delivery charges since it was acquired
6 from Citizens was in the last rate case which went into effect in December, 2007 and
7 accounts for increasing an average customer’s bill by 5.7% compared to 2004. Over the
8 same time period, the total costs of natural gas have increased 29% and accounts for
9 increasing an average customer’s bill by 17% compared to 2004.
10
Average UNS Gas Residential Bill
11 5600 (Based on Test Year Usage)
12 & Customer & Delivery Charges
B Total Cost of Natural Gas $504
13 $500
14
$400
15 $362
E
16 E
E $300
17 s
e
18
$200
19
20 $100
21
22 $ T , : .
2004 2005 2006 2007 2008
23
24 || Q. Please explain why UNS Gas is filing a request for an increase in rates at this time.
25 || A. Even though UNS Gas recently received a rate increase, those rates are inadequate for the
26 Company to recover its costs and earn a reasonable rate of return on its investment.
27 Additionally, UNS Gas has also continued to experience growth in UNS Gas’ service
4




1 territory, the related increase in capital expenditures and operating costs, as well as
2 increases related to rising material and labor costs.
3
4 Since the end of the 2005 Test Year used in UNS Gas’ recently completed rate case, UNS
5 Gas has added over 5,000 customers. As of the end of the June 30, 2008 Test Year, UNS
6 Gas had a customer base of 145,000. We project that the number of UNS Gas customers
7 will increase by, on average, 2.5% annually. In order to meet its growth, UNS Gas has
8 incurred, and will continue to incur, capital expenditures for items such as pipelines,
9 meters and regulators. These items cost significantly more than they did even in 2005.
10
11 Also, from the end of the Company’s last completed rate case, through the end of the Test
12 Year, UNS Gas has put $54 million in capital expenditures into service to continue
13 providing safe, reliable service to its customers. Operating expenses (excluding gas costs
14 and income taxes) recovered through UNS Gas’ current rates are $34.8 million, while
15 operating expenses (excluding gas costs and income taxes) in this current rate filing are
16 $37.7 million. UNS Gas’ Test Year original cost rate base (“OCRB”) is $182 million.
17
18 In summary, the main factors driving this rate case filing are: (1) current rates do not reflect
19 substantial capital investment put into service since the end of the 2005; (ii) UNS Gas has
20 continued to increase its investment in the gas properties attributable to upgrades to
21 provide reliable service to existing customers and increased customer growth; and (iii) the
22 Company’s expense levels continue to increase due to rising material costs beyond its
23 control.
24
25
26
27
5
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1V.

PROPOSED RATE OF RETURN ON FAIR VALUE RATE BASE.

What is the Company proposing for its overall fair value rate of return?

UNS Gas is proposing a fair value rate of return (“FVROR?”) of 6.8% be applied to its fair
value rate base (“FVRB”) of approximately $256 million. The FVROR of 6.8% is
significantly less than the FVROR (7.3%) that would result under the Commission’s new
FVROR mechanism set forth in the Chaparral City Water remand docket (Decision No.
70441 (July 28, 2008)). This FVROR will provide the Company with a realistic
opportunity to earn its allowed return on equity (“ROE”). UNS Gas also believes that
will allow it to support its creditworthiness and to attract capital on reasonable terms.
Finally, due to the specific facts and circumstances of this filing in its entirety, the
Company is proposing to forego the full FVROR in order to mitigate rate impact, in these
challenging economic times. Mr. Kentton Grant addresses this proposal in more detail in

his Direct Testimony.

CAPITAL SPENDING.

Please describe the capital investment made by UNS Gas since the last rate case.

As I previously mentioned, UNS Gas has put an additional $54 million of capital
investment into service on its distribution and service line facilities since the end of its last
rate case Test Year. Roughly two-thirds of this significant investment has been related to
growth in the Company’s natural gas system in a number of service area communities in
Arizona. The remaining one-third is attributable to UNS Gas’ need to upgrade and

reinforce its system for existing customers.




1Q. Please describe the capital investment for the upgrade and reinforcement of the

2 system.

3 || A It has been necessary for UNS Gas to acquire lateral pipelines from EPNG that supply the

4 natural gas services to some of our distribution systems. These acquisitions gave the
5 Company better control of system pressure and flow, allowing UNS Gas to provide safe,
6 reliable, and continual service to its customers in a more cost effective manner than the
7 alternatives. The expansion of UNS Gas’ customer base also has required the Company to
8 reinforce its distribution systems back at the receipt point to maintain reliable pressures
9 and flow rates.

10

11 || Q. Please describe how the capital investments have been utilized.

12 || A. At the end of the Test Year, the Company had a total of approximately 2,893 miles of

13 distribution mains and approximately 1,469 miles of services lines. During the Test Year, i
14 the distribution system was expanded to include approximately 75 miles of gas distribution i
15 mains and 18 miles of service lines. These capital investments were necessary to ensure
16 UNS Gas’ provision of safe, reliable and affordable service for its customers.

17

18 || VI. DISTRIBUTION REVENUE STABILITY THROUGH A HIGHER MONTHLY

19 CUSTOMER CHARGE.

20

21 || Q. Mr. Hutchens, please describe UNS Gas’ proposal for a higher monthly customer

22 charge.

23 || A. Mr. Bentley Erdwurm will address the specifics of our proposal. However, 1 will provide
24 an overview of the Company’s recommendation and request.

25

26 Currently, most of a gas utility’s transmission, distribution and commodity costs are
27 recovered on a volumetric basis. By that, I mean that the cost of acquiring natural gas and




1 delivering it to customers is recovered primarily through rates that were calculated on a
2 basis of Test Year therm usage. If customer usage is similar to Test Year usage, costs are
3 recovered as anticipated. However, higher than expected usage can increase margin
4 revenues beyond anticipated levels, while lower usage can result in an under-recovery of
5 the utility’s costs.
6
7 In this case, UNS Gas requests the Commission to design rates that recover a greater share
8 of the Company’s fixed costs through slightly higher fixed customer charges. Under
9 current rates, only 36% of residential revenue is collected through customer charges, .
10 although Mr. Erdwurm’s class cost of service study indicates that customer charges should
11 account for at least 65% of residential revenue.
12

13 || Q. What are the advantages of this rate design that UNS Gas is proposing?

14 || A This approach is more economically sound than the current rate design, because it aligns
15 rates more closely to the true costs of service. The cost of providing transmission and
16 distribution service to individual UNS Gas customers varies little with usage. Yet, under
17 the current rate structure, UNS Gas recovers the bulk of those fixed costs through
18 volumetric charges. This forces higher usage customers — typically those living in colder
19 areas of UNS Gas’ service territory — to subsidize lower-usage customers. Although the
20 Commission nominally increased the Company’s monthly charge in our last rate case,
21 significant subsidies still exist and the Company seeks to reduce those subsidies further. In
22 this case, UNS Gas proposes to increase its monthly customer charges to help decrease
23 those subsidies.

24

25 The rate design we have proposed relies on a higher average monthly charge to recover a
26 larger share of the Company’s fixed transmission and distribution costs, which are incurred

27 regardless of whether the customer uses any gas. For example, owners of summer homes
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would have to pay the true cost of having gas hooked-up and available, even if they do not
use any gas during the high-usage winter months. Similarly, this proposal would ease the
burden on customers in cold-weather climates who currently subsidize the fixed costs of
customers in more temperate areas of UNS Gas’ geographically diverse service territory.
The more equitable rates that result from this change will help mitigate the subsidies
inherent in current rates while sending much clearer price signals about the true costs of

service.

How will UNS Gas implement the rate design it is proposing?

Again, Mr. Erdwurm will provide greater detail on this rate design in his Direct Testimony,
but the Company proposes an approach whereby monthly residential customer charge
increases will be phased-in. During Phase 1 of the implementation, residential customer
charges will increase from the current $8.50 per month to $10.00, when new rates become
effective. One year after new rates become effective, Phase 2 will increase the residential
customer charge to $12.00 per month. One year after Phase 2 implementation, Phase 3
will increase the residential customer charge to $14.00 per month. Even at $14.00 per
month, the monthly residential customer charge will be well-below the cost-based
customer charge supported by the class cost of service study ($18.15) described in Mr.
Erdwurm’s Testimony. With the Phase 3 residential customer charge of $14.00, only 50%
of residential revenue will be collected through customer charges, as opposed to the 65%
that would be collected with the cost-based $18.15 residential customer charge. The
Company also proposes increases in the monthly customer charges for non-residential

customers.
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VII.

VIII.

REVISIONS TO PURCHASED GAS ADJUSTOR (“PGA”).

Is the Company proposing any changes to its PGA mechanism?
The only modification the Company is proposing is to the carrying cost rate for the PGA
bank balance. We are proposing the rate be set at the actual carrying cost incurred by the

Company — 3-month LIBOR plus 1%.

REVISIONS TO RULES AND REGULATIONS AND DEVELOPER

CONTRIBUTIONS.

Please describe the proposed changes to the Company’s Rules and Regulations in this
rate case filing.

UNS Gas is proposing some modifications to the Rules and Regulations in this docket,
particularly with respect to service charges. Mr. Gary Smith sets forth those changes in

detail in his Direct Testimony.

Are you proposing any changes to the Company’s customer contribution policies in
this docket?

Yes, we are. UNS Gas is proposing a cost increase of $6.50 per foot (from $16.00 to
$22.50, if the trench is provided by UNS Gas), or a cost increase of $4.50 per foot (from
$12.00 to $16.50, if the trench is provided by the customer) to each new service line. The
free footage allowance was eliminated in the Company’s last rate case. We also have
considered other alternatives for developer contributions as requested by the Commission
in Decision No. 70011 (November 27, 2007). We believe that the prior elimination of free
footage allowance and the increase of the per foot charge for line extensions proposed here

help ensure that growth pays for growth. We are not, however, proposing any additional

10




1 hook-up fees in this rate case filing. Mr. Smith discusses the Company’s proposals for
2 increased contributions in greater detail in his Direct Testimony.
3

4 | IX. DEMAND-SIDE MANAGEMENT AND LOW-INCOME PROGRAMS.

6 || Q. Mr. Hutchens, has UNS Gas reevaluated its Demand-Side Management programs?

7 It A Yes. Ms. Denise Smith’s Direct Testimony provides an overview of each UNS Gas
8 Demand-Side Management (“DSM”) program, including a status update on each program,
9 and potential new DSM program additions that UNS Gas is reviewing for possible future
10 implementation.
11
12 || Q. Mr. Hutchens, is UNS Gas proposing to maintain its Customer Assistance Residential
13 Energy Support (“CARES”) program?

14 || A. Yes, the Company is proposing to maintain the same basic monthly charge for CARES

15 customers at $7, and the same non-commodity volumetric charge at $0.1770 per therm for
16 the first 100 therms per month in the billing months of November to April. For all therms
17 sold in excess of the initial 100 therms per month, the price is $0.3270 per therm. These
18 charges cover non-commodity costs. The CARES customer charge has not increased since
19 our acquisition of the Citizens system.

20

21 || Q. Is UNS Gas proposing to expand its low-income assistance programs?

22 |l A. Yes. The Company is proposing to hold meetings of interested stakeholders to discuss

23 modifications to the CARES program that could limit increases in gas commodity costs
24 borne by these customers. If consensus can be reached, the Company will file testimoﬁy in
25 support of the changes. The Company proposes that the CARES stakeholder group discuss
26 expanding assistance beyond the 150% of poverty threshold applicable to CARES. Mr.
27 Erdwurm provides greater detail on these topics in his testimony.
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WITNESSES.

Mr. Hutchens, in addition to you, who are the witnesses that are ﬁljng Direct
Testimony for UNS Gas in this case?

UNS Gas is presenting the direct testimony of officers, managers and employees who have
direct responsibility for the subject matter about which they will testify. The following

individuals are presenting testimony in this proceeding:

Mr. Kentton C. Grant. Mr. Grant is the Vice President of Finance and Rates for

UniSource Energy, TEP and its affiliates, including UNS Gas. Mr. Grant will testify about
UNS Gas’: (1) financial condition; (2) capital structure; (3) cost of equity; (4) cost of debt;
(5) weighted average cost of capital; (6) ROR on fair value rate base; and (7) the financial
impact of the Company’s rate request. Mr. Grant also will address the modification of

carrying cost rate for the PGA bank balance. Mr. Grant will sponsor the following

schedules:
A-3 Summary of Capital Structure
A-4 Construction Expenditures and Gross Plant in Service

D-1 though D-4 Cost of Capital

F-1 though F-4 Financial Projections

Mr. Dallas J. Dukes. Mr. Dukes is the Manager of Rates and Revenue Requirements for
TEP and its affiliates, including UNS Gas. He will testify concerning the UNS Gas
income statement and adjustments to the income statement, as well as rate base and

adjustments to rate base for regulatory purposes. He will also sponsor the following

schedules:
A-1 Computation of Increase in Gross Revenue Requirements
A-2 Summary Results of Operations
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A-5 Summary Changes in Financial Position

B-1 through B-5 Rate Base and Adjustments
C-1 through C-2 Income Statement and Adjustments

C-3 Gross Conversion Factor

Ms. Karen G. Kissinger. Ms. Kissinger is the Vice President, Controller and Chief

Compliance Officer for UniSource Energy. She is also the Vice President and Controller
of UNS Gas. She will testify concerning the Company’s financial statements, income
taxes, property taxes and ADIT within rate base. She will sponsor the following

schedules:

E-1 through E-9 Financial Statements and Statistical Data

Mr. Gary Smith. Mr. Smith is a Vice President and General Manager of UNS Gas. Mr.

Smith will discuss the following: (1) UNS Gas’ low-income assistance programs; (2)
revisions to the Company’s Rules and Regulations and developer contributions; and (3)

American Gas Association benefits. Mr. Smith will sponsor the following exhibits:

GAS-1(a) Clean version of UNS Gas’ Rules and Regulations;

GAS-1(b) Redlined version of UNS Gas’ Rules and Regulations;

GAS-2 Comments of Tucson Electric Power Company, UNS Electric, Inc. and
UNS Gas, Inc. dated November 2, 2007, Docket Nos. E-00000K-07-0052
and G-00000K-07-0052;

GAS-3 Redlined version of 'Pricing Plan T-1 Transportation of Customer-Secured
Natural Gas; and

GAS-4 Redlined version of Pricing Plan T-2 Transportation Service Using

Dedicated Transmission Facilities.

13




1 Mr. D. Bentley Erdwurm. Mr. Erdwurm is the Lead Analyst in the Pricing and
2 Economic Forecasting department for TEP and its affiliates, including UNS Gas. Mr.
3 Erdwurm will testify about: (1) weather normalization; (2) the customer annualization
4 adjustment; (3) the class cost of service study; (4) rate design and (5) the expansion of low-
5 income assistance programs. Mr. Erdwurm will sponsor the following schedules and |
6 exhibits:
7 G-1 through G-7 Cost of Service
8 H-1 through H-5 Effect of Proposed Rate Schedules
9 DBE-1 Subsidy of Warmer Districts by Cooler Districts
10 DBE-2(2) Clean version of Tariffs
11 DBE-2(b) Redlined version of Tariffs
12
13 Ms. Denise Smith. Ms. Smith is the Director of Conservation and Renewable Programs at
14 TEP, UNS Gas and UNS Electric. Ms. Smith will testify about UNS Gas’ Demand-Side
15 Management Programs.
16

17 | XI. SUMMARY.
18
19 || Q. Mr. Hutchens, please summarize the requests UNS Gas is making in this case:

20 || A. We are requesting the following:

21 (N An increase in base rates of $9.5 million, or approximately 6% over Test Year
22 revenues, which will allow UNS Gas to recover its expenses and earn a reasonable
23 return on its investment;

24 2) Approval of the Company’s requested rate design, which will result in an average
25 6% increase to a customer’s total bill compared to Test Year revenues, inclusive of
26 gas costs. The effect on the fixed monthly and delive.ry charges on an average
27

14




10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27

Q.
A.

customer’s bill will be an increase in those components of approximately 19%
compared to Test Year revenues, excluding gas cost recovery; and

3) Approval of requested changes to the Company’s Rules and Regulations.

Mr. Hutchens, does this conclude your Direct Testimony?

Yes, it does.
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1 || L INTRODUCTION.

2

3 | Q. Please state your name and business address.

4 || A. My name is Kentton C. Grant. My business address is One South Church Avenue,

5 Tucson, Arizona, 85701.

6

7 1 Q. What is your employment position?

8 |l A. I am Vice President of Finance and Rates for UniSource Energy Corporation

9 (“UniSource Energy”) and Tucson Electric Power Company (“TEP”). In this role I am
10 responsible for providing financial and regulatory support services to UniSource Energy
11 and its regulated utility subsidiaries. These subsidiaries include UNS Gas, Inc. (“UNS
12 Gas” or the “Company”), UNS Electric, Inc. (“UNS Electric”) and TEP.
13
14 || Q. Please summarize your professional experience and education.
15 || A. I received a Master of Business Administration degree with a concentration in finance
16 from the University of Texas at Austin, as well as a Bachelor of Science degree in Civil
17 Engineering from Purdue University. I am a member of the Chartered Financial Analyst
18 (“CFA”) Institute, and in 1995, I was awarded the professional designation of CFA. Tam
19 also a member of the Society of Utility and Regulatory Financial Analysts, and in 1992, 1
20 was awarded the designation of Certified Rate of Return Analyst (“CRRA”).
21
22 From 1984 to 1995, I was employed by the Public Utility Commission of Texas. During
23 this period I served in various staff positions, including Director of the Financial Review
24 Division. In that role I directed a staff responsible for performing financial analyses,
25 accounting reviews and management audits of electric and telecommunications utilities.
26 As a staff member I provided expert testimony on a variety of financial topics including
27

1




1 the cost of capital, financial integrity, rate moderation and the valuation of utility
2 properties.
3
4 I joined TEP in 1995 as a senior financial analyst. In 1997, I was promoted to Director of
5 Capital Resources and elected Assistant Treasurer. I was subsequently promoted to
6 Manager of Financial Planning and in 2003, became a General Manager in TEP’s Shared
7 Services Unit. In January 2007, I was elected Vice President of Finance and Rates for
8 both TEP and UniSource Energy. In these roles I have gained extensive experience in
9 financial forecasting, financial analysis, the structuring of new financings and other
10 related activities.
11

12 || Q. What is the purpose of your Direct Testimony?

13 ||A. In my Direct Testimony I support UNS Gas’ request for a rate increase by: (i) providing
14 an overview of the Company’s financial condition; (i1) recommending a fair rate of return
15 on common equity capital; (iii) determining the weighted average cost of capital
16 (“WACC”) for UNS Gas; and (iv) recommending a fair rate of return (“ROR”) on fair
17 value rate base (“FVRB”). I also discuss the appropriate carrying cost to be applied to
18 balances under the Company’s purchased gas adjustor (“PGA”) rate mechanism, and
19 sponsor several schedules including Schedule A-3 (Summary Capital Structure),
20 Schedule A-4 (Construction Expenditures and Gross Plant in Service), the “D” Schedules
21 (Cost of Capital Information) and the “F” Schedules (Projections and Forecasts) that were
22 filed in support of UNS Gas’ rate request.

23

24 Q. Please summarize your recommendations concerning the cost of capital to UNS Gas
25 and the appropriate ROR to be applied to FVRB.

26 || A. With regard to the Company’s cost of capital, I estimate the weighted average cost to be
27 8.75%. This WACC is based on a 6.49% cost of debt, an 11.0% cost of common equity

2




1 capital, and a capital structure consisting of 50.01% long-term debt and 49.99% common
2 equity.
3
4 With regard to the ROR to be applied to FVRB, I recommend a ROR of 6.80%, even
5 though a higher value could be justified based on the methodology recently adopted by
6 the Arizona Corporation Commission (“Commission”) in the Chaparral City Water
7 remand docket, (Decision No. 70441 (July 28, 2008)). This ROR, when applied to the
8 Company’s FVRB of approximately $256 million, should enable UNS Gas to attract
9 capital on reasonable terms and provide the Company with an opportunity to earn a fair
10 return on equity (“ROE”) close to the 11.0% cost of equity identified above.
11

12 | Q- What carrying cost do you recommend be applied to the Company’s future PGA

13 balances?

14 }|A. I recommend the use of a rate that reflects the actual cost to UNS Gas of financing PGA
15 cost deferrals. The current rate used to accrue carrying costs on the PGA balance is the
16 three-month financial commercial paper rate published by the U.S. Federal Reserve. This
17 rate is significantly lower than the actual cost of short-term borrowing by UNS Gas,
18 which is equal to the London Interbank Offered Rate (“LIBOR”) on dollar deposits plus a
19 credit margin of one percent. Consequently, I recommend use of the three-month LIBOR
20 rate plus one percent for purposes of accruing carrying costs on the PGA balance.

21

22 || 1L FINANCIAL CONDITION OF UNS GAS.

23
24 || Q. Please describe UNS Gas’ current financial condition.

25 ||A. -UNS Gas has a mixed financial profile. On the positive side, the Company has a healthy
26 mix of debt and equity capital and a relatively low cost of long-term debt. The

27 Company’s earnings and cash flow have also improved due to the base rate increase

3




1 approved in 2007 by the Commission. However, even with this rate increase, it is
2 unlikely the Company will be able to earn the 10.0% ROE authorized by the Commission
3 in that rate proceeding (Decision No. 70011). This is due largely to the wide gap
4 between the embedded cost of utility plant reflected in the Company’s current rates and
5 the higher cost of utility plant added since December 31, 2005, the test year in UNS Gas’
6 last rate case. Internal cash flow at UNS Gas is also quite weak relative to the
7 Company’s annual capital spending requirements for new plant and equipment.
8 Continued weakness in the Company’s earnings and cash flow, coupled with the lack of
9 any dividend on shareholder capital, places UNS Gas at a competitive disadvantage in
10 terms of attracting the capital needed for utility plant investment.
11
12 || Q. What steps has the Company taken to improve its financial condition over time?
13 || A. Since the acquisition of gas distribution properties from Citizens Communications
14 Company (“Citizens”) in 2003, UNS Gas’ balance of common equity capital has nearly
15 doubled from $50 million to $99 million as of June 30, 2008. This has been achieved
16 through the retention of 100% of annual earnings at UNS Gas and an additional equity
17 infusion of $16 million made by UniSource Energy. As a result, the Company’s ratio of
18 common equity to total capital has improved from 33% in August of 2003 to
19 approximately 50% as of the test year ending June 30, 2008. Over time UNS Gas has
20 also taken steps to reduce its operating costs wherever feasible and to realize additional
21 economies of scale through the sharing of administrative support services with TEP and
22 UNS Electric. The Company’s revolving credit facility, which is shared with UNS
23 Electric, was also refinanced in 2006 with a resulting decrease to the interest rate

24 applicable to borrowings under that facility.




1 ||Q. How does UNS Gas’ financial condition compare with other gas distribution
2 utilities?

3 [lA. In terms of capital structure, the Company’s 50% equity ratio at the end of the test year

4 was in line with the industry average of 50.4% reported by Value Line for 2007.
5 However, in terms of earnings and cash flow, UNS Gas is lagging most firms in the
6 industry by a wide margin. The following table highlights some of the key financial
7 results recorded by UNS Gas in 2007, as well as forecasted results for calendar years
8 2008 and 2009 assuming that new rates are not implemented until December 2009:
9
10 ($000s) 2007 Actual 2008 Forecast ~ 2009 Forecast
11 Net Income $3,994 $8.425 $7.639
12 Return on Average Equity 4.6% 8.9% 7.3%
13 Net Operating Cash Flow $28,368 $5,891 $21,804
14 Adjusted Operating Cash Flow (1) $19,448 $16,303 $16,773
15 Capital Expenditures (CAPEX) $22,589 $22,636 $23,247
16 % CAPEX Funded Internally (2) 86% 72% 72%
17 Notes:
(1) Adjusted Operating Cash Flow = Net Operating Cash Flow — Change in PGA Balance
18 — Charges Paid to Affiliates (recorded as financing cash flow in 2007).
19 (2) % CAPEX Funded Internally = Adjusted Operating Cash Flow / Capital Expenditures.
20 The Company’s earned ROE, ranging from a low of 4.6% in 2007 to a high of 8.9%
21 projected for 2008, is quite low when compared with industry average returns. On a
22 composite basis, the average ROE reported by Value Line for the natural gas distribution
23 industry ranged from 11.5% to 12.2% over the period 2005-2007. Even though the
24 Company will have realized a full year of rate relief in 2008, and has already benefited
25 from unusually cold weather in the first half of 2008, UNS Gas still expects to earn a
26 return on equity capital that is significantly lower than its peers in the industry and lower
27 than the 10.0% ROE authorized in its most recent rate case.
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In terms of cash flow, when the effects of temporary over- and under-collections of PGA

gas costs are removed, it is apparent from the table above that UNS Gas is unable to
cover all of its capital expenditures with internal cash flow. While this situation is not
unusual for a utility experiencing growth in its service area, the magnitude of the cash
shortfall is unusual. As an industry, gas distribution utilities typically fund approximately
80% of their capital expenditures with internal cash flow after dividends are paid to
shareholders. Although UNS Gas’ internal cash flow is expected to fund approximately
70% of capital expenditures over 2008 and 2009, this level of funding assumes that no
dividends are paid on shareholder capital. If UNS Gas were to pay dividends at a level
commensurate with the industry average, which equates to approximately 60% of annual
earnings, the internal funding of capital expenditures would drop to approximately 50%,
a level far below industry norms that is indicative of weak internal cash flow and a

continuing dependence on outside capital.

Are the debt obligations of UNS Gas rated by any of the major credit rating
agencies? |

Yes, they are. At the request of the Company, Moody’s Investors Service (“Moody’s”)
initiated ratings on UNS Gas in October 2008. A copy of the initial ratings report 1s
attached to my Direct Testimony as Exhibit KCG-1. As discussed in that report, the

senior unsecured debt obligations of UNS Gas are rated Baa3.

What is the significance of a Baa3 credit rating?

Baa3 is the lowest investment-grade credit rating assigned by Moody’s, just one notch
above the speculative-grade rating of Bal. Since the cost and availability of credit are
much improved for companies with investment-grade ratings relative to companies
having speculative-grade ratings, the achievement of an investment-grade rating for UNS

Gas was a very important milestone. The level of credit risk as defined by Moody’s for

6




1 each rating category (B and higher) is summarized in the following table:

2

3 Rating Definition

4 Aaa Obligations are judged to be of the highest quality, with minimal credit risk.

5 Aa Obligations are judged to be of high quality and subject to very low credit risk.

6 A Obligations are considered upper-medium grade and are subject to low credit %

7 risk. 1‘

8 Baa Obligations are subject to moderate credit risk. They are considered medium-

9 grade and as such may possess certain speculative characteristics.
10 Ba Obligations are judged to have speculative elements and are subject to substantial
11 credit risk.
12 B Obligations are considered speculative and are subject to high credit risk.
13
14 It should also be noted that with the exception of the Aaa rating, Moody’s appends a
15 numerical modifier of 1, 2 or 3 to each of these rating categories. The modifier
16 “1”indicates that the obligation ranks in the higher end of its generic rating category; the
17 modifier “2” indicates a mid-range ranking; and the modifier “3” indicates a ranking in
18 the lower end of that generic rating category. Hence, the Baa3 rating assigned to UNS
19 Gas is considered to be the lowest investment-grade rating assigned by Moody’s.
20
21 |1Q. Why is the achievement and maintenance of an investment-grade credit rating
22 important to the Company and its customers?
23 ||A. An investment-grade credit rating is important for two reasons. First, it helps to ensure
24 that capital can be raised on reasonable terms even during periods of stress in the
25 financial markets. During periods of financial stress, when investor risk aversion 1s at its
26 highest, many companies with speculative-grade credit ratings will either be shut out of
27 the credit markets or will be forced to pay extremely high rates of interest on new
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II.

borrowings. Even in good times, investment-grade borrowers still enjoy a significant

discount on their borrowing costs relative to speculative-grade borrowers. For utilities,
this cost differential is ultimately saved in the rates paid by customers. Secondly, an
investment-grade credit rating is also important in obtaining trade credit from gas
suppliers and other vendors that UNS Gas does business with. The maintenance of
adequate trade credit is essential to the Company’s natural gas procurement program and
the purchasing of other goods and services needed to provide retail gas service. Without
such credit, it would be difficult, if not impossible, for the Company to lock-in purchases
of natural gas in the forward markets as it does today. Over time such forward purchases

help to stabilize the cost of gas supplied to and paid for by customers of UNS Gas.

CAPITAL STRUCTURE.

Please describe the capital structure for UNS Gas as of the end of the test-year.

The capital structure for UNS Gas as of June 30, 2008 consisted of $100 million principal
amount of long-term debt and approximately $99 million of common equity. After
adjusting for unamortized issuance expenses, the long-term debt balance as of June 30,
2008 was $99.3 million. As reflected in the following table, long-term debt and common

equity each comprised approximately 50% of total capital:

($ Thousands) 6/30/08 % of Total

Long-Term Debt $99,265 50.01%
Common Equity 99,242 49.99%
Total Capital $198,507 100.00%

Do you recommend using the actual test-year capital structure for rate setting
purposes?

Yes, I do. A capital structure consisting of a 50/50 mix of debt and equity capital is in line




1 with the industry average and is consistent with the capital structure adopted by the
2 Commission in the Company’s most recent rate case. Additionally, this level of equity
3 will also support UNS Gas’ efforts to maintain its investment-grade credit rating.
4
5 11Q. What capital structure was adopted by the Commission in the Company’s last rate
6 case?
7 A. In Decision No. 70011 (November 27, 2007), the Commission approved rates for UNS
8 Gas that incorporated a capital structure consisting of 50.0% common equity and 50.0%
9 long-term debt.

10 |

11 |IV. COST OF COMMON EQUITY CAPITAL.

12

13 | Q. Please describe the approach used in estimating the cost of equity for UNS Gas.

14 || A. The first step was to estimate the cost of equity for a group of publicly-traded companies
15 engaged in the gas distribution business. This estimate, expressed as a range of values,
16 was developed using the discounted cash flow approach (“DCF”), the capital asset
17 pricing model (“CAPM”), and a bond yield plus risk premium approach based on the
18 historical relationship between public utility bond yields and allowed returns on equity
19 for gas utilities. We then examined the risk profile of UNS Gas relative to the
20 comparable company group in order to determine an appropriate point estimate for the
21 Company’s cost of equity.

22

23 || Q. Given the extreme volatility recently experienced in the capital markets and short-
24 term money markets, is it possible to provide a reliable estimate for the cost of
25 equity capital?

26 || A. Yes, it is. However, great care must be exercised in selecting appropriate time periods
27 for analysis and appropriate benchmark data. Additional time must also be devoted to the

9




1 interpretation and weighting of the results obtained from each model. It should be
2 recognized that the cost of equity capital will change over time as markets react to
3 changes in the global and domestic economies, changes in investor risk aversion and
4 other factors affecting the specific industry or company being examined.
5
6 || Q. What time period did you select for your analysis?
7 || A We focused our attention on capital markets data from the month of August 2008.
8 Information from this time period was emphasized because (i) it was relatively recent, (ii)
9 it followed an earlier run-up and subsequent decline in commodity prices and inflation
10 expectations and (iii) it preceded the financial market turmoil and substantial flight-to-
11 quality that occurred in September 2008. We also examined longer-term trends and
12 changes in financial benchmark data over longer time periods in order to make an
13 informed judgment regarding the cost of equity capital. However, in light of the
14 unprecedented level of volatility experienced in the capital markets over the past eighteen
15 months, we decided to draw most of our capital markets data from August 2008, a period
16 of relative stability in the financial markets.
17
18 A. Comparable Company Group.
19
20 || Q. Why did you analyze a group of comparable companies in order to estimate the cost
21 of equity capital for UNS Gas?
22 HA. Reliance on a comparable company analysis is important because UNS Gas does not
23 have publicly traded equity securities. Additionally, the assets of UniSource Energy, the
24 ultimate parent company of UNS Gas, are heavily weighted toward the electric utility
25 industry. Although the risk pro‘ﬁles of electric distribution and gas distribution utilities
26 are similar, TEP, the largest subsidiary of UniSource Energy, has a significant investment
27 in electric generating facilities. As a consequence, the cost of equity capital for
10
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UniSource Energy may not be representative of the cost of equity capital for UNS Gas.

And because we are ascertaining the cost of equity capital for UNS Gas — not UniSource
Energy — using a comparable company group composed of companies with significant

distribution gas operations is appropriate.

What criteria did you employ in selecting companies for the comparable company
analysis?

As a starting point we evaluated each of the companies included in the natural gas
distribution industry by Value Line Investment Survey (“Value Line”). From this group

of eleven companies we selected ten companies that met the following screening criteria:

1) More than 55% of operating revenues derived from gas operations (median value
for group was 90%),

(1) More than 50% of total gas throughput derived from distribution operations
(median value for group was 100%),

(iil)  No significant ownership of electric generating capacity,
(iv)  No pending mergers or acquisitions of any significance, and

W) Common stock currently paying a dividend, which is the normal practice for gas
distribution utilities (median dividend payout for group was 63% of earnings).

Exhibit KCG-2 provides summary information on each of the companies that were
selected based on these criteria.  Although each of these companies may have unique
circumstances that would differentiate them from UNS Gas, as a group, these companies
have operating and financial characteristics as similar as possible to those of UNS Gas.

The extent of this similarity is discussed further in Section IV.F below.
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1 B. Application of Discounted Cash Flow Model (“DCF”’) Model.

3 1 0. Please explain the DCF methodology.
4 1A The DCF methodology is derived from the Gordon dividend growth model. In its

5 original form, the Gordon growth model may be used as a tool for determining the value

6 of a share of common stock. The theory holds that the price of a share is equal to the

7 present value of all future dividends. It is expressed mathematically as follows:

8

9 D, D, D,

PO = + + « e F e
10 (1+k)" (1 +ky) (1 +ky)"
1 Where:Py = Current share price
12 D, = Expected dividend in each year
k, = Investors required rate of return in each year
13 n = One to infinity
14 If the dividends are assumed to grow at a constant rate “g” into the future, the required
15 rate of return “k” is assumed to be constant from year to year, and “k” is greater than “g”,
16 then the equation above reduces to the following form as “n” approaches infinity:
17
Dy
18 T —
k —
19 (k-g)
20 For purposes of estimating the cost of common equity capital, the equation above may be
21 rearranged to solve for the investor’s required rate of return:
22
Dy

23 K = coon + g
24 Po
25

Essentially, the constant growth DCF model recognizes that the return to the stockholder

26 consists of two parts: dividend yield and growth. Equity investors expect to receive a

27
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1 portion of their total required return in the form of current dividends and the remainder
2 through price appreciation. Unfortunately, the constant growth DCF model cannot be
3 applied to companies having expected near-term growth rates that are significantly higher
4 or lower than their long-term growth potential. In these situations, it is usually necessary
5 to apply a multi-stage DCF model which incorporateé the various growth rates expected
6 over time.

7

8 || Q. Please describe the multi-stage DCF model.

9 IfA. If the Gordon dividend growth model is modified to reflect the expected future price of
10 the stock in terminal year “n”, and assuming that the investor’s required rate of return “k”
11 is constant, the current value of a stock may be derived from the following equation:

12
13 Dl D2 Dn Pn
Py = + + ... + -

14 (1+k)’ (1+k)y (1+k)" (1+%k)"
15 Where: P = Current share price
16 D,, = Expected dividend in each year

P, = Expected share price in year “n”
17 n = Year of expected share price
18
19 If the expected growth rate “g” is constant beyond year “n”, the expected value of “P,”
20 can be obtained from the constant growth DCF model:
21 Dn(1+g)
2 Pn= -mer

(k-2

23

Substituting this equation for “P,” in the modified Gordon growth model, the following

24 multi-stage DCF equation is obtained:

25 D, D, D, Dn(1+g)

26 PO T mmemmmemee- o emmmeeee + .00t - + -
(1+k'  (+k’ (1+k" (k-g(1+k"

27

13




1 Using this equation, the current share price, and the expected values for D; through D,

2 and “g”, the required rate of return “k” may be calculated using an iterative solution

3 process. The discount rate “k” which equates the current share price with the present

4 value of future expected dividends represents the investor’s required rate of return.

5

6 ||Q. How did you determine near-term dividend growth rates for each of the comparable

7 companies?

8 LA. We relied on estimates of future dividends and earnings growth published by Value Line,

9 Zacks Investment Research (“Zacks”) and SNL Financial (“SNL”). These estimates are
10 all widely available in the investment community and are superior to estimates based
11 solely on historical trend analysis. Published estimates are inherently forward looking,
12 and presumably take into account historical financial trends for each company as well as
13 any future threats and opportunities.
14
15 | Q. What specific growth rates did you select for each company?
16 || A. Exhibit KCG-3 provides the range of growth estimates for each company, as well as the
17 five-year growth rate selected for use in the multi-stage DCF model. The growth rates
18 from Value Line were derived using the published point estimates for dividends per share
19 (“DPS”) and earnings per share (“EPS”) for the 2011-2013 timeframe. The five-year
20 EPS projections from Zacks and SNL represent the median or “consensus” growth
21 estimates as determined through surveys of stock research analysts. Differences between
22 these published growth rates for any given company may be expected due to differences
23 in the scope and timing of the surveys conducted. For purposes of selecting a five-year
24 dividend growth rate, we relied on an average of the DPS and EPS growth rates from all
25 three sources. Because analyst estimates for EPS growth are often influential in
26 estimating future dividend growth, we believe that the growth rates selected for each
27 company are representative of investor expectations.
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How did you calculate the expected first year dividend (D;) for each company?

Exhibit KCG-4 shows the current quarterly dividend for each company, the five-year
DCF growth rate for each company, and the projected quarterly dividends over the next
four quarters. Projected quarterly dividends were increased from current levels based on
cach company’s historical timing for dividend changes. The size of each projected
dividend change was based on the five-year DCF growth rate. The expected first ye;dr
dividend (D;) was then derived by adding the projected quarterly dividends over the next

four quarters.

How did you determine the expected long-term growth rates to be used in the DCF
model?

We considered two key factors that would likely have a significant influence on long-
term investor expectations. One factor considered was the prospect for long-term growth
in the U.S. economy as a whole. The second factor considered was the prospect for

growth over the next five years for the gas utility industry as a whole.

What are the prospects for growth in the gas utility industry as a whole over the
next five years?

Based on the growth rates published for the comparable company group, which are
shown in Exhibit KCG-3, the median expected earnings growth rate for this group ranges
from 5.3% to 7.0% depending on the source of data selected. Additionally, in August
2008, Zacks published an industry-wide consensus growth rate of 8.6% for the gas utility
industry. Although these earnings estimates cover only a five-year time period, it 1s
reasonable to conclude that investors would take such growth rate expectations into

account in assessing the long-term growth rate potential for the industry.
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1§ Q- Why is it also necessary to consider the long-term growth prospects for the U.S.
2 economy as a whole when evaluating long-term growth prospects for the industry?
30 Al Since published growth rates for individual companies and specific industries typically
4 do not extend beyond five years, these growth} rate estimates may be significantly
5 influenced by short-term economic factors that are not expected to last in perpetuity.
6 Additionally, as domestic providers of a basic utility service, it is reasonable to assume
7 that the gas distribution industry would have growth prospects that are closely linked to
8 the long-term growth rate of the U.S. economy.
9
10 || Q. How did you arrive at an estimate of long-term growth for the U.S. economy?
11 || A. Real economic growth in the United States has been remarkably consistent over long
12 periods of time, averaging 3.4% per year from 1929 through 2007, as well as for the post-
13 war period of 1947 through 2007. Although economic growth as measured by gross
14 domestic product (“GDP”) can vary significantly over short time periods, the historical
15 growth rate of 3.4% in real GDP has occurred over numerous business cycles, and during
16 extended periods of war and peace. As such, it is reasonable to conclude that investors
17 would expect a similar growth rate in real GDP over the long-run.
18
19 In order to derive an estimate of nominal GDP growth, it is necessary to add a long-term
20 estimate of expected inflation to the growth in real GDP. Expectations for long-term
21 inflation can be calculated by subtracting the yield on long-term U.S. Treasury inflation-
22 protected securities (“TIPS”) from the yield-to-maturity on long-term fixed-rate U.S.
23 Treasury securities. However, based on research published by the Federal Reserve Bank
24 of Cleveland, adjustments to these differences in nominal yields are often required in
25 order to derive a more accurate estimate of inflation expectations. These adjustments,
26 which are published on a regular basis by the Federal Reserve Bank of Cleveland, are
27 intended to compensate for the liquidity price premium paid by investors for fixed-rate
16




1 Treasury securities and for the inflation risk price premium paid for TIPS securities, two
2 factors which can bias the results obtained from a simple comparison of nominal yields.
3 The impact of these premium adjustments can be seen Exhibit KCG-5, which contains
4 published nominal yield differences for 10-year and 20-year Treasury securities over the
5 past two years, as well as the yield difference on a premium-adjusted basis fof 10-year
6 Treasury securities. As depicted in that exhibit, inflation expectations derived from a
7 nominal yield comparison understated the values derived from a premium-adjusted
8 approach by a wide margin from late 2007 through August 2008. Additionally, this
9 exhibit also shows that the implied rate of inflation on a premium-adjusted basis has

10 exceeded 3.0% for much of 2008 before falling to approximately 2.9% in August 2008.

11 When the August 2008 estimate of 2.9% for expected inflation is added to the expected

12 growth in real GDP of 3.4% discussed above, a long-term nominal growth rate of 6.3% is

13 obtained for the U.S. economy as a whole.

14

15 || Q. What is a reasonable estimate of expected long-term growth for the gas distribution

16 industry?

17 || A. An annual growth rate of 6.3% represents a reasonable estimate of investor expectations

18 for earnings and dividend growth over the long-run. This value is consistent with

19 expectations for long-term growth in the U.S. economy as well as published growth rates

20 for the natural gas industry over the next five years.

21

22 || Q. Did you adjust the expected industry growth rate to arrive at company-specific

23 long-term growth rates?

24 [A. No. Since the gas distribution industry remains heavily regulated, and is fairly

25 homogeneous in terms of business practices and capital investment, the long-term growth

26 rate for each of the comparable companies was assumed to revert to the mean or expected

27 long-term growth rate for the industry. Reversion to the industry mean is a widely-

17




1 practiced method of forecasting the long-term financial performance of companies in a

2 mature industry like gas distribution.

3

4 || Q. How did you determine the current stock price for each company?

5 |fA. A simple average of the daily closing price was calculated for the month of August 2008,

6 adjusted on an ex-dividend basis for any dividends paid during this period.
| 7

8 ||Q. What results did you obtain from the multi-stage DCF model?

9 |lA. Exhibit KCG-6 summarizes the results obtained, as well as each of the input variables
10 used in the multi-stage DCF calculations. The estimated cost of equity for each company
11 fell withirA a range of 9.5% to 11.2%. The average value for the sample group was
12 10.1%.

13

14 C. Application of Capital Asset Pricing Model (“CAPM”).
15 |

16 || Q. Please describe the capital asset pricing model.

17 [jA. The CAPM was developed using modern portfolio theory, which is premised on the

18 assumption that capital markets are highly efficient and that investors attempt to optimize
19 their risk/return profiles through diversification. Defining investment risk as the
20 variability of expected future returns, the CAPM further assumes that risk is comprised of
21 two components: systematic risk and unsystematic risk. Systematic risk is unavoidable,
22 and is tied to macroeconomic factors that affect all companies. Unsystematic risk is
23 company-specific, and theoretically can be eliminated through portfolio diversification.
24 As such, the CAPM holds that investors should only be compensated for systematic risk.
25 Mathematically, the CAPM is expressed as follows:

26

27
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ks = 1rr +Bs X (km—19)

Where:ks = expected return on stock “s”
rr = expected risk-free rate of return
B, = beta for stock “s”
m = expected return on overall stock market

As a measure of systematic risk, the “beta” coefficient measures the extent to which
returns on a given stock are correlated with returns on the overall market. Historical
values for beta can be determined statistically by comparing total returns on a stock to the
total returns on a market index. The risk-free rate of return “r¢” is typically estimated
using the yield-to-maturity (“YTM”) on U.S. Treasury securities. For common stocks,
which have no defined maturity date, the YTM on long-dated Treasury bonds should be
used as the risk-free rate. The difference between the expected market return and the
risk-free rate, shown above as (k, — ry), is frequently referred to as the market risk
premium. Estimates for the market risk premium are typically derived by examining
historical rates of return for common stocks and U.S. Treasury securities over long
periods of time. The time series data in the SBBI yearbook published by Mormingstar is
a commonly used reference for historical return and risk premium data. Using expected
values for the market risk premium, beta, and the risk-free rate, the CAPM can be used to

estimate the expected rate of return (or cost of equity) for any given stock.

How did you determine expected valugs for the market risk premium, beta, and the
risk-free rate?

Using the Morningstar SBBI time series data, we selected the historical market risk
premium for the period 1926-2007 as a proxy for the expected market risk premium.
This value, 7.1%, represents the difference between the average realized return on large
company stocks (12.3%) and the average realized return on 20-year U.S. Treasury bonds

(5.2%) over this period. For the risk-free rate we selected the YTM on 20-year U.S.
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Treasury bonds. The beta for each company represents the published estimate from

Value Line.

What results did you obtain from the CAPM?
Exhibit KCG-7 summarizes the results obtained using the average risk-free rate of 4.53%
from August of 2008. As may be seen, the estimated cost of equity for each company

fell within a range of 10.2% to 11.3%. The average value for the sample group was

10.7%.

D. Application of Bond Yield plus Risk Premium Approach.

Please describe this approach to estimating the cost of equity capital.

This method relies upon the well established relationship between risk and required rates
of return. Rational investors will naturally demand higher expected rates of return on
investments that entail a greater risk of loss. This phenomenon can be readily observed
in the bond markets, where investors demand a significantly lower interest rate (or yield-
to-maturity) on U.S. Treasury bonds relative to an investment in corporate bonds which
entail more risk. The size of this difference in required rates of return, which is
commonly referred to as a risk premium, can vary significantly over time as changes
occur in the capital markets and as investors’ appetite for risk expands and contracts.
This same concept can also be extended to investments in common stocks, which are
inherently more risky than investments in either U.S. Treasury bonds or high quality
corporate bonds. By adding an incremental risk premium to observed bond yields, an
estimate can be made for the required rate of return on a common stock investment (i.e.,

the cost of equity capital for that stock).
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11 Q. Why have you included this third appreach to estimating the cost of equity, when
2 the DCF approach and the CAPM have traditionally been assigned more weight by
3 the Commission in utility rate proceedings?
4 || A During times of turbulence in the financial markets, it is better to use more approaches
5 (rather than fewer) in order to validate the results obtained from the more traditional DCF
6 and CAPM approaches. Additionally, while the CAPM is also a risk premium approach,
7 it is fundamentally different in that it relies heavily on modern portfolio theory and the
8 importance of the “beta” coefficient to investors. By contrast, the bond yield plus risk
9 premium approach is based on a more intuitive and straightforward interpretation of the
10 risk/return relationship.
11
12 || Q. What are the bond markets signaling with respect to required risk premiums?
13 || A Risk premiums in the bond markets have increased considerably since mid-2007,
14 indicating a significant contraction in investors’ appetite for risk. Exhibit KCG-8 shows
15 the required rate of return or yield-to-maturity (“YTM”) on 30-year U.S. Treasury bonds
16 and long-term public utility bonds. The required YTM on public utility bonds in this
17 exhibit 1s based on an index of investment-grade utility bonds tracked and published by
18 Mergent Bond Record. As may be seen, the required YTM on the 30-year U.S. Treasury
19 bond has fallen since mid-2007 whereas the required YTM on public utility bonds has
20 increased. As may be seen in Exhibit KCG-9, the spread between these required rates of
21 return, otherwise known as a credit spread or credit risk premium, widened from
22 approximately 110 basis points (or 1.1 percent) in early 2007 to approximately 200 basis
23 points (or 2.0 percent) by August 2008. Due to a resurgence of turmoil in the capital
24 markets in September 2008, credit spreads have widened even further since that time,
25 indicating a significant contraction in investors’ appetite for risk.
26
27
21




1 Q. What methods exist for estimating the incremental risk premium required by
2 investors for an investment in common stock?
30 A There are many possible approaches, most of which rely on establishing a historical
4 relationship between the cost of equity capital and the required YTM on bonds. The cost
5 of equity capital may be estimated at various points in time by using the DCF and CAPM
6 approaches discussed previously. Alternatively, the allowed returns on equity contained
7 in utility rate orders may also be used as a proxy for the cost of equity capital over time.
8 We have used this latter approach in our analysis since the allowed ROEs contained in
9 utility rate orders are both readily observable and provide a large data set for analytical
10 purposes.
11

12 || Q. What has been the recent trend in allowed ROEs?

13 || A. Allowed ROEs for regulated utilities have gradually moved lower over the past five

14 years. This trend can be seen in Exhibit KCG-10, which plots the allowed ROEs
15 contained in utility rate orders for domestic gas distribution utilities. The data in Exhibit
16 KCG-10 was taken from reports published by Regulatory Research Associates, a division
17 of SNL Financial that closely monitors utility rate decisions for the investment
18 community.

19

20 || Q. How do these allowed ROEs compare with the required rates of return on public
21 utility bonds over time?

22 1 A. From 2003 through mid-2007 most gas utilities received allowed ROEs that were

23 approximately 3.5% to 5.5% higher than prevailing public utility bond yields at the time

24 the rate orders were issued. As may be seen in Exhibit KCG-11, however, this range of
25 implied equity risk premiums has drifted lower by approximately 0.5% since mid-2007.
26 This downward shift is understandable in light of the regulatory lag inherent in the utility
27 rate-setting process and the increase in public utility bond yields that has occurred since
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mid-2007. Since public utility bond yields and credit spread risk premiums were likely

much lower when these rate cases were originally filed, as opposed to when they were
finally decided, it is logical to expect a temporary reduction in the observed difference

between allowed ROEs and prevailing public utility bond yields.

What level of equity risk premium is appropriate for use in estimating the cost of
equity for gas distribution utilities?

Based on the information presented in KCG-11, we selected a range of 3.75% to 5.0% for
purposes of estimating the cost of equity capital. This range is based on the average
value observed over the period from 2003 through August 2008, plus or minus one

standard deviation, a commonly used statistical measure of central tendency.

What is the resulting estimate for the cost of equity capital for gas distribution
utilities?

Adding the estimated equity risk premium of 3.75% to 5.0% to the average YTM on
public utility bonds of 6.48% observed for month of August 2008 results in an estimated

cost of equity of approximately 10.2% to 11.5%.

E. Cost of Equity for Comparable Companies.

What conclusions have you reached regarding the cost of equity for the comparable
company group?

As may be seen in the table below, the range of overlapping values obtained from all
three approaches (DCF, CAPM and bond yield plus risk premium) is 10.2% to 11.2%.
Recognizing that each methodology has its own strengths and weaknesses, and
recognizing that cost of equity analysis is not an exact science, we have selected this

range of overlapping values as our estimate of the cost of equity for the comparable
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company group. The low end of this range represents the minimum value obtained from

both the CAPM and the bond yield plus risk premium approach, while the high end of

this range represents the high value obtained from the DCF analysis.

Summary of Comparable Company Analysis

DCF Model CAPM Risk Premium Conclusion
Low end of range 9.5% 10.2% 10.2% 10.2%
High end of range 11.2% 11.3% 11.5% 11.2%

F. Cost of Equity for UNS Gas.

How did you determine the cost of equity for UNS Gas?
This is best accomplished by comparing the risk profile of UNS Gas to that of the
comparable company group and selecting an appropriate point estimate based on the well

established relationship between risk and expected return.

How does the risk profile of UNS Gas differ from that of the comparable company
group?

Relative to an investment in the group of comparable companies, an equity investment in
UNS Gas is decidedly riskier. First, UNS Gas is much smaller than any of the
comparable companies, thereby limiting the Company’s ability to withstand financial
shocks arising from unforeseen events. As indicated in Exhibit KCG-2, the smallest
company in the comparable company group had a market capitalization of nearly $1
billion as of August 2008. Second, all of the companies in the comparable company
group provide a current return to their shareholders in the form of a dividend, something

that UNS Gas has not been able to do since the Company’s inception in 2003. Third,

24




1 while the Company’s senior unsecured debt obligations were recently assigned an
2 investment-grade credit rating of Baa3, this rating is at the low end of the credit ratings
3 enjoyed by companies in the comparable company group. As may be seen in Exhibit
4 KCG-2, the median issuer rating for the comparable company group is “A” from
5 Standard & Poor’s, “A3/Baal” from Moody’s and A- from Fitch. Consequently, it is
6 reasonable to conclude that the cost of capital (both debt and equity) would be higher for
7 UNS Gas relative to the comparable company group. As may be seen Exhibit KCG-12,
8 investors require a higher rate of return (or YTM) on Baa-rated public utility bonds
9 relative to A-rated public utility bonds. As of August 2008, this credit spread risk
10 premium was approximately 60 basis points (or 0.6%). Since common stock investments
11 are inherently riskier than investment-grade bond investments, this observed risk
12 premium from the bond market can be used as an estimate of the minimum equity risk
13 premium required by equity investors in a Baa-rated public utility relative to an A-rated
14 public utility.
15

16 || Q. What is your estimate of the cost of equity capital for UNS Gas?

17 || A. In light of the risk factors cited above, as well as the credit spread and equity risk

18 premiums applicable to lower-rated utilities, it is reasonable to conclude that the cost of
19 equity for UNS Gas is near the high end of the range established for the comparable
20 company group. As such, a reasonable point estimate for UNS Gas is 11.0%.

21

22 || Q. Are you recommending an allowed ROE equal to the cost of equity for UNS Gas?

23 || A. Yes | am, assuming that UNS Gas is provided with an opportunity to actually earn

24 something close to its 11.0% cost of equity capital. An allowed ROE of 11.0% is fair to
25 both the Company and its customers based on the analysis presented above. This level of
26 return should also be sufficient to support the financial integrity of UNS Gas, so long as
27 other key aspects of the Company’s rate request are granted.
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VI

COST OF DEBT CAPITAL.

What was UNS Gas’ embedded cost of debt for the test-year?
As shown on Schedule D-2 of the Company’s Application, the weighted average cost of

debt for UNS Gas was 6.49% as of the end of the test-year.

What cost of debt do you recommend in this case?

I recommend use of the 6.49% cost at the end of the test-year. This cost reflects the
interest rate of 6.23% on the two long-term notes issued by UNS Gas in 2003, the
amortization of related debt issuance costs, and 50% of the issuance cost amortization
and commitment fees on the joint revolving credit facility shared with UNS Electric.
Although UNS Gas had no borrowings outstanding on the revolving credit facility at the
end of the test-year, maintenance of this facility is critical for purposes of funding
seasonal working capital needs and future PGA bank balances, as well as funding a
portion of capital expenditures. As such, it is appropriate to reflect the annual fixed cost

of this facility in the cost of debt for UNS Gas.

WEIGHTED AVERAGE COST OF CAPITAL.

Please summarize your findings regarding the weighted average cost of capital for
UNS Gas.

Based on the recommended capital structure, the proposed cost of debt, and UNS Gas’
cost of equity capital, I recommend the Commission adopt a WACC of 8.75%, calculated

as follows:

26




% of Capital Component Weighted
2 Structure Cost Average Cost
Long-Term Debt 50.01% 6.49% 3.25%
3 Common Equity 49.99% 11.00% 5.50%
4 Total 100.00% 8.75%

5 || VIL.  ABILITY OF UNS GAS TO EARN ITS COST OF CAPITAL.

7 Q. Will the rate increase requested by UNS Gas provide the Company with an
opportunity to actually earn its cost of capital?

91 A. Yes, I believe it will.

10
11 Q. Have you prepared any financial projections that show the impact of the Company’s
12 rate request on UNS Gas’ earnings?
13 11 A Yes. The following table summarizes the Company’s forecast of net income and earned
14 ROE through 2011 assuming that UNS Gas is granted its full rate request and is allowed
15 to implement new rates in December 2009:
16
17 ($ Thousands) 2008 2009 2010 2011
18
Gross Margin $57,388 $58,966 $69,196 $71,115
19 Operating Expenses (37,127) (40,079) (42,099) (44,122)
20 Operating Income $20,262 $18,887 $27,097 $26,994
21 Other Income — Net 255 230 224 743
Interest Expense (6,552) (6,467) (6,504) (6,910)
22 Pre-Tax Income $13,964 $12,651 $20,817 $20,826
23 Income Tax Exp. (5,539) (5,012) (8,247) (8,250)
24 Net Income $8,425 $7,639 $12,571 $12,576
25
Ending Common Equity $101,063 $108,703 $121,273 $133,849
26 Retum on Avg. Equity 8.9% 7.3% 10.9% 9.9%
27
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Does this forecast represent the best estimate of earnings available at this point in

time?

Yes, it does. Although this forecast relies on numerous key assumptions regarding future
sales levels, operating expenses, interest rates, tax rates and capital expenditures, it
represents management’s best estimate at this point in time. I would also note that a very
similar forecast was provided to Moody’s as part of the credit rating review process for
UNS Gas. The only difference between that forecast and the one summarized in the table
above relates to the requested level of rate relief, a value that had to be estimated at the

time the forecast was provided to Moody’s.

Why is it important to provide the Company an opportunity to earn its allowed
ROE?

If UNS Gas is not allowed to earn its cost of equity capital, there will be little incentive
for UniSource Energy to increase its equity investment in UNS Gas through the

continued retention of earnings at UNS Gas and through new contributions of capital.

Without this source of capital, UNS Gas would become more dependent on debt capital
to fund its capital expenditures, thereby putting further pressure on the Company’s
creditworthiness. As discussed previously, maintenance of the Company’s
creditworthiness is essential to the Company’s gas procurement program and the ability
of UNS Gas to obtain new capital on reasonable terms. Additionally, UNS Gas would
likely be forced to file a series of back-to-back rate cases over the next several years in
order to improve its earnings and cash flow. Such a scenario would add additional costs
to the Company, its customers and the Commission that could otherwise be avoided

through a more constructive, and longer-term, approach to rate making.
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In addition to these practical considerations, the financial performance of UNS Gas is

also relevant to the setting of just and reasonable rates as described in two key U.S.
Supreme Court rulings. In a 1923 ruling involving Bluefield Water Works and
Improvement Co. v. Public Service Commission of West Virginia, 262 U.S. 679 (1923),

the Supreme Court stated:

The return should be reasonably sufficient to assure confidence in the
financial soundness of the utility and should be adequate, under efficient
and economical management, to maintain and support its credit and enable
it to raise the money necessary for the proper discharge of its public
duties.

The Bluefield decision established financial integrity and capital attraction as standards to
be met in setting the rate of return for a public utility. In a 1944 decision, Federal Power

Comm 'n v. Hope Natural Gas, 320 U.S. 591 (1944), the Supreme Court stated:

The return to the equity owner should be commensurate with the returns
on investments in other enterprises having corresponding risks. That
return, moreover, should be sufficient to assure confidence in the financial
integrity of the enterprise so as to maintain its credit and to attract capital.

The Hope decision reinforced the standards of financial integrity and capital attraction,
and further established the standard of setting a return on equity that is commensurate

with the risks faced by the equity investor.

The Hope and Bluefield decisions call into question the legality of any regulatory
practice that repeatedly denies a public utility an opportunity to earn a reasonable ROR
on its invested capital. Although I am not an attorney, the concept of requiring a return to
be “reasonably sufficient” and “commensurate with the returns on investments in other

enterprises having corresponding risks” is easy to grasp and difficult to argue with.
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VIII. RATE OF RETURN ON FAIR VALUE RATE BASE.

What ROR do you recommend be applied to the Company’s FVRB?

I recommend that a ROR of 6.80% be applied to the FVRB, even though I believe, as
discussed below, that UNS Gas could justify a ROR of 7.30%. The primary reason to
forego the full 7.30% is to mitigate the rate impact on our customers in these challenging

economic times.

How did you arrive at this value?

This ROR, when applied to the Company’s FVRB of approximately $256 million,
produces an overall rate increase that would provide UNS Gas With a reasonable
opportunity to actually earn its cost of capital, to support its creditworthiness and to

attract capital on reasonable terms.

How does this ROR compare with the value that would be obtained from the
methodology adopted by the Commission in Decision No. 70441 involving Chaparral
City Water Company (“Chaparral”) and the revised methodology subsequently
recommended by the Commission Staff?

The ROR requested by UNS Gas is lower. If the approach adopted by the Commission in
Decision No. 70441 is applied to the Company’s 8.75% WACC (see Section VI of my
Direct Testimony) with an estimated inflation rate of 2.9% (see Section IV.B. of my
Direct Testimony), the resulting ROR on FVRB would be 7.30%. Likewise, this same
value of 7.30% would be obtained from the revised methodology being recommended by
the Commission Staff in the current Chaparral rate proceeding (Docket No. W-02113A-
07-0551).
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Please explain how a ROR value of 7.30% would be obtained using either approach.

Certainly. With respect to the approach adopted in Decision No. 70441, where the ROR
on FVRB was derived by adjusting the cost of equity downward by the expected rate of

inflation, the following result would be obtained for UNS Gas using a 2.9% rate of

inflation:
% of Capital Modified Weighted
Structure Cost * Average Cost
Long-Term Debt 50.01% 6.49% 3.25%
Common Equity 49.99% 8.10% 4.05%
Total 100.00% 7.30%

* Note: Modified cost of equity = 11.0% - 2.9% = 8.1%.

Staff’s revised methodology, which is explained in the Direct Testimony of Gordon L.
Fox, dated October 3, 2008, in Docket No. W-02113A-07-0551, employs a slightly
different inflation rate adjustment. Instead of adjusting only the cost of equity by the full
rate of inflation, the modified approach adopted by Mr. Fox adjusts both the cost of debt
and cost of equity by one-half of the expected rate of inflation. Using the 2.9% expected

rate of inflation discussed earlier in my testimony, the following result would be obtained

for UNS Gas:
% of Capital Modified Weighted
Structure Cost * Average Cost
Long-Term Debt 50.01% 5.04% 2.53%
Common Equity 49.99% 9.55% 4.77%
Total 100.00% 7.30%

* Note: Modified cost of debt = 6.49% - 1.45% = 5.04%.
Modified cost of equity = 11.0% - 1.45% = 9.55%.
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IX.

In the Arizona Court of Appeals ruling that led to Commission Decision No. 70441,

did the Court specify any particular method for the determination of an appropriate
ROR on FYRB? |

No. My non-legal understanding of that decision, dated February 13, 2007, is that the
Court of Appeals found that the Commission has wide latitude in setting the ROR on
FVRB. Although the Court found the method used in the original Chaparral Decision to
be unconstitutional, no particular method of determining the ROR on FVRB was

specified by the Court.

Why is UNS Gas requesting a ROR on FVRB that is lower than would be obtained
through other methods that have been approved by the Commission and
recommended by the Commission Staff?

There are several reasons. First, it appears that the Commission has wide discretion in
setting the ROR on FVRB, provided that fair value is adequately considered in the rate
setting process. Second, the Company believes that the requested ROR, when applied to
the proposed FVRB, will be sufficient to provide UNS Gas with an opportunity to earn its
cost of capital and to attract new capital on reasonable terms. Third, in light of the
current economic environment, the Company would like to limit the impact of its rate
request on customers. Under these circumstances, it appears that the public interest
would be best served if the Commission were to use its discretion in setting a ROR on
FVRB that gives UNS Gas an opportunity to earn its cost bf capital while at the same

time limiting the impact on customers.

CARRYING COST ON PURCHASED GAS ADJUSTOR BALANCE.

What is the current carrying cost applicable to PGA balances carried by UNS Gas?

The current rate applicable to PGA balances, whether they are in an over- or under-
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recovered position, is the 3-month Financial Commercial Paper rate as published in the

Federal Reserve Statistical Release H.15.

Does this rate reflect the actual cost to UNS Gas of financing PGA cost deferrals?

No. Under the joint revolving credit facility shared with UNS Electric, UNS Gas may
borrow at a rate of LIBOR plus 1.0%. This rate is typically much higher than the interest
rate on commercial paper issued by large creditworthy financial institutions. As may be
seen in Exhibit KCG-13, financial commercial paper rates and LIBOR tracked very
closely to one another through mid-2007. However, since that time, rates on 3-month
LIBOR borrowings have been significantly more expensive than rates on 3-month
financial commercial paper. When the additional 1.0% credit margin is added to LIBOR
to reflect the cost of short-term borrowing to UNS Gas, it is readily apparent that the

financial commercial paper rate is not adequate in terms of providing full cost recovery to

UNS Gas.

What carrying cost do you recommend be applied to the Company’s PGA balances?
I recommend use of the 3-month LIBOR rate as published by the Federal Reserve, plus

1.0% to cover the additional margin that UNS Gas must pay for short-term borrowings.

Is the Company recommending any other modification to the PGA mechanism
adopted by the Commission in Decision No. 70011?

No.
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SUMMARY OF SCHEDULES.

A. Schedules A-3 and A-4.

Please describe the information contained in Schedules A-3 and A-4.

Schedule A-3 presents a summary of the capital structure, capital ratios and weighted cost
of capital for the years ending December 31, 2006 and December 31, 2007, and the test-
year ending June 30, 2008. Schedule A-3 also presents similar information on a
forecasted basis for the twelve months ending June 30, 2009.

Schedule A-4 provides historical and projected information relating to construction
expenditures, net plant in service and gross utility plant in service. The projected
information for the period 2009-2011 is consistent with the base case financial forecast
discussed elsewhere in my Direct Testimony. The values for net plant in service and
gross utility plant are presented on a regulatory accounting basis, which differs slightly
from the presentation used in the Company’s audited financial statements and the

financial forecast.

B. Schedules D-1 through D-4.

Please describe Schedule D in the Company’s Application.

Schedule D consists of four parts, Schedules D-1 through D-4.

Schedule D-1 contains the Company’s actual and proposed capital structure and weighted
average cost of capital for the test-year ended June 30, 2008. This schedule also contains
projected information pertaining to the Company’s capital structure and weighted average

cost of capital as of June 30, 2009.
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Schedule D-2 contains detailed information on UNS Gas’ cost of long-term debt.
Schedule D-2, page 1, provides a calculation of the weighted average cost of long-term
debt for the test-year ended June 30, 2008. Schedule D-2, page 2, contains a projection

of the Company’s cost of debt as of June 30, 2009.

Schedule D-3 indicates that UNS Gas had no preferred stock outstanding during the test-

year, and that there are no plans to issue preferred stock.

Schedule D-4 contains the Company’s estimated cost of equity capital and the proposed

ROE for use in this proceeding.

C. Schedules F-1 through F-4.

Please describe Schedule F in the Company’s Application.

Schedule F consists of four parts, Schedules F-1 through F-4.

Schedule F-1 contains a summary income statement and a return on common equity
calculation for the test-year ended June 30, 2008. This same information is presented on
a projected basis for the year ending June 30, 2009. Pursuant to Commission filing
requirements, the projected year information is presented using two different rate
assumptions: (1) a continuation of present rates; and (ii) an assumed implementation of

proposed rates as of July 1, 2008.

Schedule F-2 contains a summary cash flow statement for the test-year ended June 30,
2008. This same information is presented on a projected basis for the year ending June
30, 2009. The projected year information is presented using two different rate

assumptions: (i) a continuation of present rates; and (i) an assumed implementation of
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proposed rates as of July 1, 2008.

Schedule F-3 contains information on the Company’s construction expenditures during
the test-year ended June 30, 2008. This same information is presented on a projected

basis for calendar years 2009, 2010 and 2011.

Schedule F-4 contains a description of key forecast assumptions used in preparing the

projected information appearing in Schedules F-1 through F-3.

Please comment on the projected information appearing in Schedules F-1 and F-2.

The financial projections that assume a continuation of current rates through June 30,
2009 were taken from a base case financial forecast prepared for UNS Gas, the same base
case forecast_ discussed elsewhere in my Direct Testimony. [t should be noted that this
forecast is based on numerous assumptions regarding sales growth, natural gas prices,
operating and capital expenditure levels, and other factors that are subject to change over
time. Additional financial projections are provided in Schedules F-1 and F-2 that assume
implementation of the Company’s requested rates beginning July 1, 2008. These
additional projections are included for the purpose of complying with the Commission’s.
rate filing requirements. Since it is unlikely the Company will be allowed to increase its
rates prior to late 2009, projections assuming that the requested rates were implemented

in July 2008 have limited analytical value.

Does this conclude your Direct Testimony?

Yes, it does.
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Category i Moody's Rating
Outlook Stable
Bkd Senior Unsecured Baa3
Ult Parent: UniSource Energy Corporation
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Sr Sec Bank Credit Facility Bat
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Laura Schumacher/New York 212.553.3853
William L. Hess/New York 212.553.3837
Opinion

Corporate Profile

UNS Gas, Inc. (UNS Gas: Baa3 senior unsecured, stable outlook) is a local gas distribution utility serving
approximately 146,000 retail customers in Mohave, Yavapai, Coconino and Navajo counties of northern Arizona
and Santa Cruz County in southeastern Arizona. UNS Gas is a subsidiary of UniSource Energy Services (UES)
which is also the parent of UNS Electric, Inc. (UNS Electric: Baa3 guaranteed revolving credit facility, stable
outlook), a transmission and distribution utility serving approximately 90,000 retail customers in Mohave and Santa
Cruz counties in Arizona. UES is a wholly owned subsidiary of UniSource Energy Corporation (UNS: Ba1 senior
secured bank credit facility - security limited to stock of certain subsidiaries, stable outlook). UNS' largest
subsidiary is Tucson Electric Power (TEP: Baa3 senior unsecured, stable outlook), a vertically integrated electric
utility serving approximately 400,000 retait customers in the community of Tucson Arizona.

Recent Developments

On October 28, 2008, Moody's assigned a Baa3 rating to approximately $100 million of senior unsecured
guaranteed notes (the Notes) of UNS Gas, Inc. and assigned a stable outlook. The Notes are guaranteed by UES.

In July and August 2008, Moody's assigned ratings of Baa3 to UNS Gas and UNS Electric's joint $60 million
guaranteed credit facility, and to UNS Electric’'s $100 million senior unsecured guaranteed notes. The facility and
the UNS Electric notes are also guaranteed by UES.

Rating Rationale

The Baa3 rating assigned to UNS Gas' senior unsecured notes reflects the interdependence that currently exists
between the company and its affiliate UNS Electric as a result of their shared credit facility and parental guarantee
from UES. The rating reflects our view of the consolidated credit quality of UES, which guarantees the debt of both
UNS Gas and UNS Electric. The UNS Gas/UNS Electric shared senior unsecured revolving credit facility, and the
guaranteed senior unsecured notes of UNS Electric, are also rated Baa3. For additional information, please see
July 8, 2008 press retease and refated July 9, 2008 credit opinion for UNS Gas/UNS Electric.

On a stand-alone basis, following the framework outlined in Moody's Rating Methodology for the North American
Regulated Gas Distribution Industry (Local Gas Distribution Companies), (the LDC Methodology),UNS Gas' credit
profile maps to a Baa2. The Methodology focuses on core factors including: degree of profitability, the level of
regulatory support, degree of ring fencing, and financial strength and flexibility as evidenced by key financial
metrics and liquidity.

We elaborate on the various key rating drivers for UNS Gas’ mapped underlying Baa2 credit quality below:




Factor 1: Sustainable Profitability

UNS Gas’ overall profitability, as measured by return on average common equity (ROE) and EBIT per customer,
has been improving and currently maps to the low end of the range for investment grade issuers. Over the medium
term, we expect these metrics to remain within the Baa range.

In 2006 and 2007, as earnings declined while equity increased due to incremental investment and earnings
retention, UNS Gas' ROE was under 6%. In November 2007, UNS Gas received a $5 million rate increase with
new rates effective December 2007. As a result, ROE, adjusted for Moody's standard adjustments, improved to
approximately 7.7% on trailing twelve month basis as of June 30, 2008. This is within the range of 5-9% identified
for Baa issuers, although still below the 10% ROE authorized by the ACC in its November order. Due to planned
investments in its system significantly above depreciation, UNS Gas will likely need on-going rate relief with much
less regulatory lag in order to maintain its ROE.

UNS Gas' EBIT/ Customer metric also currently maps to the lower end of the Baa range. The ratio declined
modestly from 2005 through 2007 due to limited earnings growth without a rate case combined with above average
customer growth. Due to general economic conditions, customer growth in 2007 declined to approximately 2%,
which is lower than previous years. Growth in 2008 is expected to be less than 1%, and is expected to remain
modest over the near-term. With customer growth slowing and the recent rate increase, the three year average
metric may be able to move into the upper Baa range.

Factor 2: Regulatory Support

The regulatory supportiveness factor has been scored in the Ba range reflecting Moody's view of the traditionally
challenging Arizona regulatory environment, where regulatory lag has historically been significant for both gas and
electric utilities. The scoring also recognizes the existence of fuel and gas purchase adjustment mechanisms
designed to shorten the time to recovery of these more volatile costs.

UNS Gas' last fully litigated rate case was resolved in approximately 16 months with new rates in place reflecting a
historic test year that ended two years before the decision. This level of regulatory lag makes adequate and timely
recovery difficult to achieve. UNS Gas did receive approximately 55% of its request though its ROE was lowered
from its requested 11% to 10%. The ACC also rejected requests by UNS Gas to allow revenue decoupling and
CWIP in rate base.

UNS Gas filed a new rate case in February 2008 requesting a $10 million rate increase (6.6%) premised on an
11% ROE and 50% equity ratio and using a September 2007 test year end. In March, ACC Staff informed UNS
Gas that the test year did not meet the ACC's requirements for elapsed time since new rates from UNS Gas' prior
rate case were implemented, and as such, the filing was viewed as deficient. UNS Gas plans to file a revised
general rate case in the fourth quarter using a June 30, 2008 test year. Moody's expects further need for rate
cases over the near-term due to regulatory lag and on-going capital expenditures.

Arizona gas utilities appear to have moderately well functioning fue! cost recovery mechanisms. UNS Gas'
Purchased Gas Adjustor mechanism may be changed monthly based on a comparison of rolling twelve-month
average gas cost and gas costs in base rates though there are limits to the levels of adjustments over a twelve
month period. UNS Gas may also request a surcharge to recover deferred balances.

Factor 3: Ring Fencing

Ring-fencing at UNS Gas maps within the Baa criteria outlined in the LDC Methodology. Although the risk of
exposure to non-regulated activities is considered quite modest as both UNS Gas and UNS Electric are fully
regulated, there is significant interdependence between the UES subsidiaries in the form of a shared credit
agreement and parental guarantees. Services are also shared with UniSource's primary regulated utility TEP. UNS
Gas contributed approximately 50% of consolidated UES' EBIT and approximately 6% of UniSource's EBIT in
2007.

The Arizona Corporation Commission (ACC) has not restricted UNS Gas' ability to pay dividends to its parent;
however, the utility has not paid a dividend over the last several years. There are dividend restrictions under the
company's notes and credit agreement, but UNS Gas is well within the limits imposed by these documents.

Factor 4: Financial Strength and Flexibility

The four metrics that comprise Financial Strength and Flexibility fall within the mid Baa to low A range.

UNS Gas' retained cash flow to debt (RCF/Debt) has been within the 12-16% range since 2005, and may improve
moderately over the near-term. UNS Gas is somewhat unique in that it has been allowed to retain 100% of its free
cash flow over the last couple of years, which has significantly strengthened its financial profile. Using the LDC
Methodology framework, which is based on three-year averages, UNS Gas' RCF / Debt ratio maps to a rating of
Baa1. This metric may continue to improve, and potentially move to the low A range as UNS Gas continues to
grow its rate base and seek ongoing rate relief.




UNS Gas' debt to capitalization (Debt/Cap) has improved from approximately 62% in 2004 to 52% at the end of
2007. Debt/Cap has improved as the utility reinvested its earnings to fund its capital expenditures without issuing
new debt. UNS Gas' three year average Debt/Cap currently maps to a Baatl. As of June 30, 2008, Debt/Cap was
48.5%. A three-year average Debt/Cap in the range of 47% - 50% maps to a low A rating.

UNS Gas' EBIT to Interest ratio fell from 2004 through 2007 due to moderately rising interest and depreciation
expenses and a lack of rate relief over that time. As a result, the metric maps to a low Baa rating for the average of
2005 through 2007. With the recent moderate rate relief, EBIT has improved and interest expense has levelized in
2008. EBIT to Interest improved to 2.7x for the twelve months ended June 30, 2008 and, over the medium term, it
is projected to remain in the upper 2x levels. With further rate relief and cost control, the metric may improve to
above 3x which would map to the A range.

The free cash flow to funds from operations (FCF/FFO) metric indicates the degree of flexibility (or shortfall) that a
utility has available should there be significant, rapid changes in gas prices or if other unexpected liquidity needs
arise. The measure is generally negative for most utilities indicating an on-going need for new financing. The
metric has historically been fairly volatile for UNS Gas as it was (96%) in 2005, 17% in 2006 and (5%) in 2007. The
FCF/FFO three-year average through year end 2007 maps to the low A range. Going forward, free cash flow is
likely to stay modestly negative as cash from operations is expected to approximate capital expenditures while the
utility continues to not pay any dividends over the near-term. As a result, FCF/FFO is projected to remain in the low
Arange.

Liquidity Profile

UNS Gas cash flow profile is relatively stable with operating cash flow approximately covering capital expenditures
in 2006 and 2007. In 2007, cash from operations primarily covered capital expenditures of approximately $23
million. Over the near-term, capital expenditures of $20-25 million annually are expected to continue to be funded
roughly by cash flow from operations.

UNS Gas has two $50 million issues of senior unsecured notes outstanding, one maturing in 2011 and one
maturing in 2015. UNS Gas' short term liquidity needs are supported by a joint UNS Gas/UNS Electric $60 million
credit facility which matures August 2011. Either borrower may borrow up to a maximum of $45 million, so long as
the combined amount does not exceed $60 million. As of June 30, 2008, no amounts were drawn under the shared
credit facility.

The UNS Gas/UNS Electric credit facility contains two financial covenants applicable to each borrower: for UNS
Electric a maximum debt to capital ratio of 65% and a minimum interest coverage ratio of 2.25x; for UNS Gas a
maximum debt to capital ratic of 67%, and a minimum interest coverage of 2.25x. As of June 30, 2008, the ratios
were 53% and 4.24x at UNS Electric and 50% and 3.91x at UNS Gas.

Moody's assumes that UNS Gas will manage the amount of its near term obligations within the limits of its
available sources of cash, including its committed bank credit facilities.

Rating Outlook

The stable outlook for UNS Gas reflects our expectations of continued stable or modestly improved cash flows
resulting from rate case decisions, an assumption that any increases in the cost of gas will continue to be
recovered on a relatively timely basis, and our understanding that future capital expenditures will be financed in a
manner intended to maintain UNS Gas' current level of financial strength and flexibility.

What Could Change the Rating - Up

UNS Gas' rating is currently constrained by its interdependence with UNS Electric and our view of the consolidated
credit quality of UES. In the event this interdependence was reduced while UNS Gas retained its similar credit
profile, the rating or outlook could be revised upward. Alternatively, if there were to be an improvement in the
consolidated credit quality of UES, this could result in positive rating action for UNS Gas.

What Could Change the Rating - Down

A downward revision could occur if there is deterioration in the credit quality or ratings of UNS Gas or the
consolidated credit profile of UES or UNS Electric. If UNS Gas credit metrics decline to the low Baa/high Ba range,
for example, RCF/Debt below 10% or EBIT / Interest coverage of less than 2x, or if regulatory support significantly
worsens, then there could be a downward revision in the rating or outlook.

Rating Factors

UNS Gas, inc.

I I 1 T I 1




Local Gas Distribution Aaa | Aa Baa | Ba Caa
Factor 1: Sustainable Profitability {20%)
a) Return on Equity (15%) X
b) EBIT to Customer Base (5%) X
Factor 2: Regulatory Support (10%)
a) Regulatory Support and Relationship X
Factor 3: Ring Fencing (10%)
a) Ring Fencing X
Factor 4: Financial Strength and Flexibility (60%)
a) EBIT/interest (15%) X
b) Retained Cash Flow/Debt (15%) X
c) Debt to Book Capitalization {excluding goodwill) X
(15%)
d) Free Cash Flow/Funds from Operations (15%)
Rating:
a) Methodology Model Implied Senior Unsecured Rating Baa2
b) Actual Senior Unsecured Equivalent Rating Baa3

© Copyright 2008, Moody's Investors Service, inc. and/or its licensors including Moody's Assurance Company, Inc.

(together, "MOODY'S"). All rights reserved.




EXHIBIT

KCG-2




‘a9uBUI4 jOOYBA pue

‘auln anfeA ‘ydieasay JusWISaAU| SYOBZ WO SI elep uonezielded 19xJey ‘ejep uoneziejndes) 19xJep Ing |je Jof [eIoUBUI4 INS :S90.n0S
'8002 ‘0¢ aunf jo se sonel Ajinb3 "800z isnbny jo se uoneziejide) joxe
Aieipisgns Ajjn seb jsablej ay) 0 paubisse asou; a.ie aA0ge UMoys sBunel ay) ‘eiqereaeun aJe sbuijes Auedwoo jualed aloypp

r1G'L $ v leeg / gV v %G'LSG ZL1'600°L
€09'L $ +Y v A %8°65 856'7S0‘L
9zz't $ agg geeq -gg9g %L b 000'618°L
120°L $ - zeegq +g4g9g %81 oltv'oge
100'2 $ - ev \ %E LG 992'€96
1611 $ - eV v %9°'LSG ¥84'959
L06‘L $ v AT \'A"4 %9°'69 000'CL6'L
vey'L $ - cey v %Z' LS 8y L9Y
L¥6 $ v zeeg v %495 viv'LE9
6.£'C $ ggg ceeg g8a9 %G 8y 9st's02'e
#05'2 $ v leeg v %0 v¥ 000°'162'2
(suoliin ¢) Yo s,Apooy d%S [eyde) (€101 sJawolsn)
co_wMN__szmO mczmm Jipalg lanss| jO0 9, se uonngisiqg
JEN RN Aunb3g seo)
uowwiod

ejeq Auedwo sjqeiedwon
"ouj ‘se SNN
-9 Haiyx3

‘910N

anjeA ueipapy

"au] ‘sBuipjoH TOM
uonelodio) ses) }semynos
‘ou| ‘sallisnpu| Asslar yinog

‘ouj ‘Auedwon sew) |einjeN juouwipaid

Auedwo)) seq) [einjeN 1S9MULION
"OU| JODIN

uoljei0d107) $99In0say Aasior maN
-ou| ‘dnouo apsjoeT]

-dion ABisug sowny

"OU| $821N0S3Y 1OV




EXHIBIT

KCG-3




[BIDUBUIH TINS ‘U0Jeesay JUSLLIISBAU| SHOBZ ‘BUlT 8NjeA (S82IN0S

%L°G %E'G %0 %9'G %2’ dnoug Joj anjep uelps|y
%6 %0t %S L %51 %L'Z "ou| ‘sBuipjoH 1OM
%29 %09 %08 %89 %2 ¥ uonesodiod seo Jsemyinog
%19 %0 %<8 %52 %6'E "ou| ‘sauysnpu| Aesier yinog
%6 %09 %¥'S %Gt %L Auedwo) seo |einjeN juowipald
%.'G %0°'S %S9 %09 %SG Auedwo) seo jeinjeN 1SeMyULION
%E'S %SV %8S %601 %00 "ou| JOOIN
%%1t'9 %09 %08 %v'9 °%C’'S co_wm._oeoo S20JN0STY >®mt_®w MBN
%8y WN %001 %81 %92 "ou] ‘dnolo) epejoen
%Y %0°S %E"S %Z'S %61 "d10D ABisuz souny
%L'¥ %E'S %8 ¥ %6'€ %E'T $80IN0S8Y OV
40Q 1o} 8jey (1eeA-G) (1eap-G) (sieoA G 01 €) (sleep G 01 €)

YIMOIL) Jed A -G |eoueuld yo.leasoy BulT snjeA Yymmoio

INS Juswsany| puapIAIg

syoez aul anjea

ymmolo) sbuiuiey parosloid

dnoug Auedwoq sjgesedwor
spuapiAlq pue sBujuieg 10} sajey Yyimous) pajoafoid
‘ou| ‘se9 SNN
€-O0M Hqiyx3y




EXHIBIT

KCG-4




20uUBUl4 jO0YB A WO} S| UOHBULIOIU] PUSPIAIQ :924N0S

vy LS 69¢°0$ 69€0$ GGE'0$ 66e0$ %6°€ 80/80/L0 800Z OZ GGE0$ *au] ‘sBUIPIOH TOM
826'0$ 6£2°0$ 6£Z2°0$ GZZ 0% 6zz 0% %Z'9 80/€1/80 800Z OZ 62z 0% uoneiodio) seg jsemyinos
eLLS 892'0$ 88Z°0$ 88Z°0% 0.2°0$ %L°9 80/90/90 2002 OF 0.2°0% "ou| ‘seuisnpu) Aesier Yinog
G90'L$ €1Z°0$ €12°0$ 0920 092 0% %6 80/£2/90 800Z OL 09Z°0% Auedwo) ses [einjep juowpstd
9gs°1L$ | 26£70% 16€°0$ 16€°0% 16£°08 %L'G 80/62/10 1002 OF G/£0% Auedwog se) [eiMeN 1SSMULION
098'L$ Gov'0$ G9Y'0$ GO 0% S9v'0$ %E'G 80/92/90 U829y SUON  S9¥'0% "0uj JOOIN
oG1'L$ 862'0% 862°0$ 08Z'0$ 08Z°0$ %¥'9 80/11/90 800Z DI 08Z'0$ uonelodio) se0Inosay Asesief meN
$55°1L$ £6€0% £6£°0$ £6¢°0% 6/¢0$ %8t 80/60/90 100Z OF G/€0% *ou| ‘dnolg) aps|oe
ose’L$ 6£€0$ 6£€°0% 6££°0$ 6£€0% %EY 80/1.2/80 100Z OY 6ze'0$ "di0) ABisuz souwy
LE2'LS LEV°0$ LE¥°03 1E9°0$ 0zZ¥ 0% %LY 80/€1/80 800Z DI 0zt'0$ $80IN0SeY 1OV
puepild | 6002 DS | 600202 | 600201 | 800z OV | 8002 DE |  40Q oy ejeq juswiAed puspiAiQ

JesA-siid (80/L€/8 J0 se) spuepialg Alenenp pajosdx3 aley YMOID  puepialig-x3  puspiaig u Auapenp

pajosadx3y 1BajA-g jusoay abueyn 1587 wsuny

dnoug Aueduwion ajqesedwor
puaplAIq JeaA-}sdi4 pajoadx3 jo uonenojed
"ouj ‘se9 SNN
7-90M Hayx3g




EXHIBIT

KCG-5




pUBIaA3|D 10 Yueg SAI9SaY [Blapa4 :92IN0S

uone|ul pe1oedxe PeALaP-Sd|L JeaA-0L POISNIPY g

uonejui paroadxs paausp-gd|L 1eek-0f —— uonepul peroadxs paAUBP-Sdl JESA-0Z eusmms

AR

S
)
® N

A I IR
@0@0@0«0 «o«o«o«o@o%@o%

L L L L i L 5 i L L : L . I L L L . I L

Gl

L'l

6l

Le

- €°¢

S'¢

jusslad

- L'¢C

6'C

[

€€

R

G-O0M Hqiyx3g

saljLIN99g Ainseal] "S M wouy uoijepjul jo ajey paljduwy
"ou| ‘seH SNN




EXHIBIT

KCG-6




9oUBUI4 jO0YBA WOJ aJe S9o1d aleyg :92in0s

%101 a:o_O 104 anje mmm._®><
%40l %E'9 69°1% €9'1$ 9s°1$ 1S'1$ S'1$ v.1Ze $ "ouj ‘sBUIP|OH TOM
%G'6 %E'9 81°1% bLLg GO'L$ 66'0$ £6'0$ 9Z'62 $ uonelodio) ses }Semynog
%9'6 %E'9 718 8e'1$ 62°1% ALK €L'1$ 16'VE $ *ou| ‘seuisnpu| Aesiaf Yinog
%66 %E'9 62'1$ €Z'1$ LL18 AR 1018 1082 $ Auedwo) se9 [einjeN juowpald
%96 %E'9 86°1% 8g'1$ 118 89°1$ 65°1$ G6'9F $ Auedwo) seo feinjeN JSOMUHON
%P0l %E9 622% JANAS 90°2$ 96'1$ 98'1$ 09'ey $ "JUj JOOIN
%9'6 %E'9 8'1$ 6€1$ LE' LS €Z'1$ 9l'L$ 96'¥€ ¢  uopnesodio) s90.n0say Aasiaf maN
%9'6 %E'9 88'1$ 6L1$ WARES €9'1$ GS'1$ £6'v¥ $ *ou| ‘dnous) epajoen
%01 %E'9 19°1$ ¥G'LS 8L A 9¢'L$ G192 $ -dioD ABisu3 souny
%Z L1 %E'9 €029 G6°'1% 18°1% 08'1$ eL1L$ 68'ze $ $92UN0S3Y 1OV
b_jcm_ JO 1s0D UiMmouo G Jes A\ { JBOA ¢ BB A FAPI=TN | lIB9A 80lld aleys

palewli}s3j E._w._.‘mcou_ SpuapiAlg Umuoo_o._n_ .m>< U303y

dnoug Auedwo9 ajqesedwo)
sisAleuy 400 abe1s-BINK
"ou] ‘se9 SNN

9-9IM Hqiyx3




EXHIBIT

KCG-7




"Y00qJE8 A
800z 199S JeisBujuiopy woly st wniwald 3siy Aunb3 suiq anjeA wioly ale senjeA ejeg (A0B aAIaSBIRIOPD) MMM)
9)IS GO\ SIOUISAOS) JO pIeOg 8AI9SaY [BISPS- BY) Woyy S| ajey Ajunje| jueisuo) Ainseal| "SN JBSA-0Z :8824N0S

‘(8002 1SNBnYy 1o} abeisAy) aiey Ajnie|y Jueisuo) Ainseal) JesA-0g S! 9jel dall-ysiy

S8)0N
%101 . dnouo) 10} anjep abeiany
%601 = %01 L X 060 + %ESY "ou] ‘sBuIp|oH TOM
%60l = %01L°L X 060 + %ESYP uoneiodio) seo }Semyinos
%9°0L = %0L°L X 680 + %ESV "ouj ‘salysnpuj Assiar yinosg
%901 = %01°L X G680 + %ESY Auedwo) se9 |einjeN juowpeld
%20l = %04 L X 080 + %ESP Auedwo) se9 [einjeN 1SemyoN
%E’LL = %01°L X 660 + %ESP ‘Ou] I0DIN
%90l = %0L "L X G880 + %EGY uonelodion sedinosay Assior MaN
%601 = %01°L X 060 + %ESY "ou| ‘dnoug apsjoen
%901 = %01 L X 680 + %ESY ‘d10D ABisug souny
%901 = %0L°L X 680 + %ESY "OU| $82IN0S3Y OV

Aunb3 jo 150D wnwaid B13g a)ey
pajewnss sty Ainb3 9914-)sIy

dnoug Auedwo9 ajqesedwo)
[opoN Buiolld Jassy |ejde) jo uonesijddy
"ou] ‘se9 SNN

L-OIM Hqiyxsg




EXHIBIT

KCG-8




‘(eyep 800z 1SNBNY - 900Z Go4 ‘Aob anIaSaI|RISPa) MMM)
O)S JO/\\ SIOUIBAOD) JO PIBOg SAISSaY [RISpaS 8U) Pue (BIEP 900Z UBr - ¥00Z 98Q) Pi00ay puog uabiapy
WwoJj aJe spjalk puoq Ainseal] "S'M YA-0E ‘Pi0osy puog Juabis|y wouy ase splalk puog AN dlignd :$82In0g

puog Ainseal] ‘S'N YA-0E€ —— spuog AN olgnd mmm;w><l0lw

v%oon%ovso Ooo S @ P Of SRS Oooo >0

&0@0&000(0(0(0(0(0(0&09090&090&0@0@0&0@0@0&050
I L L L L | ] L 5, L L L L L L L L L L i 5 L L ] L L L o..v
«/{}\/V/L/ i\\«///\f( %
(J\% 0'G
- G'G
09
S'9
0L

(%) Ayunje 03 pialA puog

spuog Ainseali] 'S’ pue spuog A)|nN 21jgnd uo SPIBIA
"ou] ‘se9 SNN

8-90) HaIx3




EXHIBIT

KCG-9




‘(eyep g00Z 1SNBNY - 900Z g4 ‘AOB-oAIeSBIRIBPS) MMM)

OIS GO\ SIOUIBAOD) JO PIBOG SAI9SSY [eJapa4 ay) pue (elep 900Z Uer - 1002 99Q) pJodey puog jusbiay
w0y a1e spjelA puoqg Aunseal] ‘S'N JA-0E P00y puog juabis|y woly ale spiaih puog AN 2lignd :$921n0S

S SRR PO O & R @ P 0t & 2>, PO S O
&o&o&o&o«o«o«o«o«o«ooo@0@0@0@0@0&0@0@0&0@0@0%

SN TSN I S S EOURU SN A N | L T B [ el L TR % OO—\

\\ 4/010\?/0[0/0\ ocl

orl

/ 091
w\/\\ - 081
002

0¢¢

ove

(syutod sisegq)
spuog Ainseal] ‘S’ J1e8A-0€ "SA puog AN o1gnd abetsay

speaidg §pai) puog Ajin d14qnd
'ou| ‘se9 SNN

6-O0X Hqiyx3g




EXHIBIT

KCG-10




80/€¢/9

I

‘leiouBUld TINS :@24N0S
‘uoissalbal Jeaul| saienbs-1Ses| WOolj PAALISP UMOYS Bull pusi] :9)oN

L0/LLIOL

G0/.2/6  S0/02/L  VO/SLIS

1 [ |

L0/6/C

{ I

90/¥/9

€0/8/6

€0/L1L

%0°6

- %S°6

- %0°0L

- %S0l

o %0°L1

- %S L1

%0°Cl

0l - 90X Hqlyx3y

saluedwon uonnquiysig seo 10} SJOYH PaMo|iY
"ou| ‘se9 SNN

%S¢l




EXHIBIT

KCG-11




"nI0J3y puo g Juafiaw wol aue spRIA puog AN JNdnd CB1aUBUI4 TINS Way sl elep 30d PaMOllY .58 UN05

80IETI9 10/6ie S0/ L2I6 FOiS LIS £oiLiL
! | _ _ %0G7C

%00°€

S %05°E

%00V

UOHEIAS(] PIS BUD /4

- %00°S

B = 5 « %08'S

& %009

%059

pI21IA puog Ann 21qnd "BAY 19A0 wniwald 4SId J0Y Pamoliy
"au] *se9) SNN

LL- 904 uqiyx3




EXHIBIT

KCG-12




p1023y puog juabiay woly aie spiatk puog AN 21gnd :821no0g

T_ocom_ AN onand pejey-eeg —e— spuog Aunn aland ugmm-<|¢|_w

s@O& /vOﬂ % QVs O Os@ﬁ/ /VA/ﬁ % QV O O@A/:Dsﬁlﬂ V% QV O A.O.A/ /VA/ﬂ % QV O

oooo&ooo«o«o«0«o«o«o909090@090@0@0@090@0@0@040
L 1 ! H ] 1 1 L 1 )| 1] L Il | L I L L 1 11 I3 i L 1] L il 5 1l f 1 L i H H Il L L Om
G'g
\:\Pﬁ*\\\fl\( N[ 0P
g9
0L
G/

(%) Ayanjey o} pIaIA puog

sani|N pajey-eeg pue pajey-y 1o} SPI3IA puog Auinn aland
‘ou| ‘se9 SNN

ZL-OOM Halyxy




EXHIBIT

KCG-13




‘(nOB aAlasBIRIaPE) MMM) BYIS
g9\ SIOUIBAOS) JO pleog anIasay |Biapad ay) wod) a1e spisik Jaded [eroJswwo) jeloueuld pue ¥Ogi :82inog

ajey Buimoliog ses) SN == Joded [BoLaWwo)) [BIOUBUIY YJUON-E == HOgGI] cyco_\,_-mlol;

P N O A S I N
@0 @0 &0 @0 @0 /\0 /\0 B /\0 /\0 /\0 O.VO 90
i m 02
G¢

ST N .
L 4 o¢

/ “\ -
0y

K /zll.//l\ oum
/ NIbe=im sl e o e m.m

04

(%) sejey )salajul wia 1-uoys
"ou| ‘sen SNN

€1-90M Hqiyx3g




Direct Testimony of
Dallas J.Dukes




1 BEFORE THE ARIZONA CORPORATION COMMISSION

2 || COMMISSIONERS

MIKE GLEASON - CHAIRMAN
WILLIAM A. MUNDELL

4 || JEFF HATCH-MILLER
KRISTIN K. MAYES

5 | GARY PIERCE

IN THE MATTER OF THE APPLICATION OF ) DOCKET NO. G-04204A-08-
UNS GAS, INC. FOR THE ESTABLISHMENT )
8 || OF JUST AND REASONABLE RATES AND )
CHARGES DESIGNED TO REALIZE A )
9 || REASONABL E RATE OF RETURN ON THE )
FAIR VALUE OF THE PROPERTIES OF UNS )
GAS, INC. DEVOTED TO ITS OPERATIONS )

)

11 (| THROUGHOUT THE STATE OF ARIZONA.

12
13
14
15
16

17 Direct Testimony of
18

19 Dallas J. Dukes
20

21 on Behalf of

22

73 ‘ UNS Gas, Inc.

24

25
26 November 7, 2008

27




10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26

27

IL

II1.

Iv.

TABLE OF CONTENTS

INEEOAUCEION . ...vecveeeeeeieerceet e e e e ettt ettt sresab e s bt e e s bt e s bt s s b e s e re e b s s eas et s s be e b s ebesaneesbaesseeabenas 1
Pro FOrma AdJUSIIMENTS ...ccveevveiiieeeiereceiecrcitent ettt sttt 4
Rate Base AQJUSTITIEILS ....cc.eeueeiiiiieiiieienieieniicie ittt et b e ans 6
1. AcqUISIHON DISCOUNL .....eeuriireiiirciiieiisiit ettt 6
ii. GIIffIth PLANE ..ottt et s 8
iii. Build-Out Plant WIite-DOWN.......cocivieiiiiiiieeienie ettt st sae e 8
1v. Golden Valley PIPElINe ......c..eoeieiiiierieeiireeieeiceicenteenrer e 9
v. Post Test Year Non-Revenue producing Plant ..o 11
Vi. Customer Advances Adjustment.........co.ceeveeriiriiiiiniiiiiiee e 12
Vil.  Working Capital.........ccoeoviiiiiieiieirieceee e 12
CARES RegUIAtOrY ASSEL....c.ceieeiieiriiieieiietenieretieie sttt er e e eb e 16
Operating InCOme AQJUSIMENLES .......covviviiiiiiiiiiii ittt 17
vill.  Griffith Plant Operations..........ccoceoeriaererrieseiieeeeitcsc st 17
iX. Golden Valley Pipeline Operations ........c..cccccccereriiiininiiiineiieeicee e 18
X. Purchased Gas Cost and Gas Cost ReVEnue ........ccccvvvveiriiiiciiiiiiiiiiiinceciece 18
Xi. Negotiated Sales Program Revenues and Gas Cost..........cccovveviviiiiniininciiiiinnn, 18
Xil.  Payroll EXPEnSe ......cocoviiiiiiiciiiiiiccrccc s 19
xill.  Payroll Tax EXPense ......ccccveeuiriiiiiiicciiiiii e 20
xiv.  Pension and Benefits.......cccooeiiiiiiieiieiieceeeee e e 21
XV.  Incentive COmMPENSAtION........cocueriirieriieieeieeciee ettt 21
XVi.  Rate Case EXPEOIISE..ccooiiiiiiieieiieiet ettt e 23
XVil. Bad Debt EXPENSE......oiuviiiiiiieiiieeeete ettt sr et st e 23
xviil. Miscellaneous EXPEnses ........cccovcuieiieriiiiiiiiiiiiiii i 24
xix.  Normalize Outside Legal EXPENSe.......ccccveiiriiinieneiiineiieetcne ettt 24
XX, CARES EXPEONSE .cuviiiiiiiiiiiiiiietiiti ettt sre s e 25




10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27

Y2K Amortization

Summary of Schedules
A Schedules
B Schedules
C Schedules

CARES Regulatory Asset Amortization

Demand-Side Management (“DSM:”’) Revenue & Expense

1

....................................................................




10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27

INTRODUCTION.

Please state your name and business address.
My name is Dallas J. Dukes and my business address is One South Church Ave., Tucson,

Arizona, 85702.

By whom are you employed and what are your duties and responsibilities?

I am the Manager of Rates and Revenue Requirements for Tucson Electric Power
Company (“TEP” or the “Company”). As Manager of Rates and Revenue Requirements,
I am responsible for monitoring and determining revenue requirements, customer pricing
and rates structures